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OUR COVER 


There are several titles which might very well fit the cartoon on 


” 


our cover, one of them ‘‘A Taxpayer's Moment of Truth,"’ and another, 
‘Man Alone with His Government."’ By his expression, the taxpayer is 
a very irate one. Possibly it’s the high rates or the use to which govern- 
ment puts his hard-earned tax dollar, but whatever it is, the taxpayer 
seems to be venting his displeasure on the wrong agency. The IRS has 
no function in. either the setting of rates or the selection of projects 
which require his money. 

The IRS is the agency in the middle. This year some 60 million 
individual income tax returns were filed along with 30 million other tax 
documents, and this poses a work load that probably no other organiza- 
tion in the country has to contend with. 


The agency is doing something about this work load though by 
adopting as quickly as possible an automatic data processing system. 
Such a system was described by Bertrand M. Harding at last year’s 
meeting of fhe Tax Institute Symposium on management's stake in Tax 
Administration. The taxpayer will be known through the machines by 
his social security number, and all relevant data and forms will be 
colated through this number. This will bring about a new era for the 
taxpayer, the IRS and even the comparable state agencies. It is not 
that the taxpayer would be expected to give more information but that 
the information his return does disclose will be easier to check. 
Mr. Harding points out that one thing the machines cannot do is ‘‘con- 
duct interviews, examine books and records or hear and weigh appeals. 
Machines will not improve tax laws or regulations, nor will they simplify 
tax forms.'’ As to state governments, this is what he had to say: 


‘Similarly, we and the state governments have already begun 
thinking quite seriously of the extent to which automated tax adminis- 


(Continued on inside back cover) 


THIS MAGAZINE is published to promote sound thought in economic, legal and 


accounting principles relating to all federal and state taxation, To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 


contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones: Circulation 
Manager, Richard H. Lane 





IN THIS ISSUE 


JUNE 1961 Vol. 39 No. 6 
Tax-Wise News 467 
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From the Thoughtful Tax Man by Paul D. Seghers 


Here we publish a letter by the director of program for the 
Institute on U. S. Taxation of Foreign Income urging public 
discussion of the President's suggestions regarding the tax treat- 
ment of income earned abroad. 


How the Tax Court Treats Reasonable Compensation by Victor R. Wolder 473 


This New York attorney has analyzed a number of the Tax Court 
decisions involving reasonable and unreasonable compensation and 
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First we should apologize to the reader because we do not have a 
cedilla, so we have spelled the word “Curacao” throughout without 
this accent mark under the second “c.”. The little island in the 
Netherlands Antilles is hard to pronounce with or without the 
accent mark but aside from this it offers a favorable tax climate, 
and that is the reason for the discussion of this little out-of-the-way 
part of the Kingdom of the Netherlands. 
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Allocation of Depletion Among Trusts and Beneficiaries by Arch B. Gilbert 


A literal reading of the statutory language indicates that the deple- 
tion deduction is to be divided between the trust and the bene- 
ficiaries on the basis of income allocated to each in the absence of 
any other provision in the trust. Earlier cases indicated a certain 
method of handling the depletion deduction but along came a later 
case which cast doubt on the point taken earlier, and that’s the basis 
of the tax discussion in this article. 


What Constitutes a Change in Method 
of Accounting? by William E. Guthner, Jr. 
This article is divided into two parts. The first discusses the 
many decisions under: the 1939 Code, which bear upon the chang- 
ing of the method of accounting, and the second part discusses the 
1954 Code and its pertinent regulations since there are no cases 
interpreting the new. provisions of the 1954 Code. 


Income Tax Considerations in Trademarks and Unfair 
Competition by John R. Cohan 


For a long time it was well settled that the cost of a trademark 
was a capital expenditure, and while this is. still generally, true, 
certain changes may be possible under Section 177. This article is 
based on a chapter of a book being distributed by the California 
State Bar's continuing education of the Bar program. 


State Tax News 


This department features a discussion this month by Arthur B. 
Barber, Senior Tax Counsel for the Wisconsin Department. of 
Taxation, which discusses the selection of uniform apportionment 
fact rs. 


Washington Tax Talk 


Highlights of tax news from Congress and various departments 
and agencies involving taxation. 
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TAX-WISE NEWS 


Vi EDICAL CORPORATIONS seem to be 
the coming thing. In the first half of 1961, there have been legis- 
lative proposals or new laws in a number of states permitting the 
incorporation of professional groups or the formation of profes- 
sional associations outside the pale of the Uniform Partnership Act. 
Object: To pave the way for professionals to associate in organiza- 
tions which may be recognized under the Kintner Regulations as 
associations taxable as corporations. Ultimate goal; Retirement and 
pension benefits for professional persons which most corporate 
employees now enjoy. 


Here is the present box score: Arkansas, Georgia, Minnesota, 
South Dakota and Tennessee have new laws. Alabama, California, 
Connecticut, Florida, Ohio, Oklahoma, Oregon, Pennsylvania, Rhode 
Island and Wisconsin have laws pending. Legislatures in Indiana, 
Iowa, and New York adjourned without taking action on proposals 
which had been made. 


“. 

I ROM NOW ON, embezzled funds are tax- 
able income. The Supreme Court has so ruled. The well-known 
Wilcox doctrine has been overturned—buried with the epitaph that 
it had been wrongly decided and thoroughly devitalized. 


The reason we say embezzled funds are taxable “from now on” 
is that the high court reversed the conviction of a union official for 
failing to report embezzled funds as income on the ground that the 
Wilcox doctrine was in effect when the alleged tax evasion took place. 
Under old law a “willful” attempt to evade taxes could not be proved. 
Therefore, the new Supreme Court’s rule has only prospective effect.— 
James, 61-1 ustc J 9449 (S. Ct.). 
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s| HE SHADE of an old tree is worth $240, 
casualty-wise, that is. While this rule will not be found precisely 
stated in any text, or in any schedule promulgated by the Commis- 
sioner of Internal Revenue, it is derived thus: A home owner claimed 
that five trees which afforded comforting shade to his residence were 
worth $3,000 (including cleanup expense) when it came to deducting 
a storm loss on a tax return. The Commissioner said $660 was the 
difference in the property value before and after the storm. The 
court allowed a total deduction of $2,000, which included $800 of 
cleanup cost. That leaves $1,200 for the trees, and that sum, divided 
by five, results in $240 per tree-—Walton, CCH Dec. 24,827(M), TC 
Memo 1961-130. 


Stock PURCHASE PLAN through in- 
surance -backfires. Court upsets intended basis for survivor’s stock. 
Cash price for stock is not necessarily its cost basis. 


Any one of these headings might suit a case recently decided by 
the Kentucky District Court. Two highly successful operators of 
an automotive supply business agreed that the survivor would purchase 
the stock of the first to die. Each took out insurance on the other’s 
life, agreeing further that the survivor would become the owner of the 
insurance on his own life, after the first one died. After the death of 
one associate, the other collected insurance, bought the deceased’s 
stock, and became the owner of insurance. on his own life having a 
cash. surrender value of some $30,000. This $30,000, the court held, 
had to be applied on the basis of the stock purchased from the estate of 
the deceased. Basis was therefore $30,000 less than was paid out in 
cash for the stock. What was probably an unanticipated benefit of 
$30,000—so far as basis was concerned—was reportable as gain on the 
utlimate sale of the stock.—Storey, 61-1 ustc J 9439 (DC Ky.). 


Dow’t TRY TO CHOOSE the year in 
which to deduct the prepayment penalty you have paid in retiring 
a.mortgage. Take a full deduction in the year when the penalty is 
paid, or stand the very short-priced chance that a deduction later 
on, through amortization in connection with a-new loan, for example, 
will be disallowed. 


In the. Tax Court recently a corporation paid off one mortgage 
at a penalty and started amortizing the prepayment: penalty as a 
part of the cost of a new loan. When it sought to deduct some $30,000 
as accelerated amortization, in paying off the second mortgage within 
just a few. years, the court cracked down. The penalty should have 
been deducted in full in the year it was paid. It could not be 
amortized over the life of a new mortgage which replaced the old. 
—The 12701 Shaker Boulevard Company, CCH Dec. 24,825, 36 TC —, 
No. 27. 
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Ir YOU HAVE ENVISAGED “ADP’— 
Automatic Data Processing—as some unfair contest between a 
defenseless taxpayer and a magic electronic machine some hundreds 
of miles away, stand easy. The Commissioner of Internal Revenue 
has said that automation will not take the “Service” out of Internal 
Revenue Service. “The system of servicing taxpayers at the grass 
roots level will remain,” the Commissioner has assured us. “IRS will 
continue to offer local assistance, telephone service, direct mail com- 
munication, and all the other services offered currently to tax- 
payers with questions or problems.”—News Release IR No. 376. 


SuPposE YOUR EMPLOYMENT con- 
tract calls for you to receive, in addition to a draw, 10 per cent of 
your employer’s profits each year. The contract further provides that 
your share is to be computed at the end of your employer’s fiscal year, 
at October 31, and is to be paid over to you during the first week 
of the following January. You are on a calendar year. Knowing that 
you had a good year and wanting some money for Christmas, you 
request and are given an advance, in December, of $5,000. Question 
number 1: Will you be charged with the constructive receipt of the 
rest of your earnings at the time you receive the advance? Question 
number 2: What is the amount of your income for the year in which 
you receive the $5,000 advance? 


According to the Tax Court, you can probably avoid . being 
charged with your entire share of profits in the year you received 
the advance. This is so because your contract called for payment 
normally in January, and you, therefore, did not have an unqualified 
right to funds until the time specified for payment. As for the amount 
of your income in the year when the advance was paid, however, 
watch out. When you received the $5,000 you constructively received 
an additional amount necessary to pay the withholding tax on $5,000. 
The simple reason for this is that the entire amount of the wages from 
which tax is to be withheld is to be included in gross income. Whether 
you and your employer knew it or not (and you both will be presumed 
to have known it), the $5,000 was a net advance —Basila, CCH Dee. 
24,788, 36 TC —, No.7. 


Ir PROBABLY DOES NOT occur fre- 
quently, but a sheer equitable defense prevailed recently, in the Tax 
Court, over the technical letter of the law on installment reporting. 
By mistake, more than 30 per cent of the purchase price for corporate 
stock was paid in the year of sale. The seller tried, but was not quite 
able, to return a part of the purchase price before the year of sale 
ran out. He reported his income from the sale on the installment 
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basis nonetheless, however, and the court gave him relief from the 
mistake by approving the installment reporting. The mistake, which 
was admittedly honest and mutual, had prevented the seller’s receipt 
of the entire down payment under a claim of right. The true intention 
of the parties prevailed. There were three dissents.—Ludlow, CCH 
Dec. 24,784, 36 TC —, No. 6. 


Payments UNDER A DIVORCE DE- 
CREE are fully deductible as alimony unless there is a clear designa- 
tion that part of the payments are attributable to nondeductible child 
support. The allocation of payments to support of children must be 
“fixed,” in the words of the Supreme Court. It may not be left to con- 
jecture.. The mere fact that specified payments may be reduced when and if 
a child attains majority or marries is not sufficient to deprive the payor 
from the right to a deduction. So long as the wife has complete con- 
trol over money received from her former husband and the payments 
are not specifically designated as child support, a deduction will be 
allowed the husband. (Certiorari in this case had been granted to 
resolve a conflict between Circuit Courts of Appeals in the Second 
Circuit, where the decided case originated, and in the Ninth and First 
Circuits, which held to a contrary. view.)—Lester, 61-1 ustc {9463 
(S. Ct.). 


In another Supreme Court decision a rule was laid down for the 
proper accrual of liability for a contested real estate tax payment. 
The high court ruled that under its “all events” rule, the contested 
portion of a tax did not accrue in the year when remittance was made 
for the purpose of preventing seizure and sale of property. The proper 
year of accrual was. when litigation over the contested portion of the 
tax was terminated and all events fixing liability were determined. 


As a result of this second rule, the amount of tax for which a 
public utility was held ultimately not to be liable, and which was 
returned to it, was not income.—Consolidated Edison Company of New 
York, Inc., 61-1 uste J 9462 (S. Ct.). 


In still another case, not decided under any section of the Internal 
Revenue Code, but having far-reaching tax implications, the Supreme 
Court ordered a. divestiture; under the antitrust laws, of some 63 
million shares of General Motors stock held by the DuPont Company. 
At current market prices, that is almost $3 billion worth of stock, and 
when the order is put into effect, DuPont shareholders will have 
that much ordinary income foisted upon them. 


In the course of the 12-year DuPont litigation, many legislative 
attempts have been made to forestall just such a result as now seems 
imminent; that is, unwanted, ordinary income resulting from an anti- 
trust divestiture order, While no bill is pending at the present, the 
Supreme Court’s decision will probably precipitate one or more. 
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This article is a letter to United States business 
executives engaged in overseas operations, 

written by Paul D. Seghers, director of program 

for the Institute on U. S. Taxation of Foreign Income. 


OU MAY BE vitally affected by the President’s April 20 tax 
message to Congress, because of his recommendations for radical 
changes in our present system of taxing foreign income. 


For a great many United States parent corporations, income taxes 
would be greatly increased, as they would be taxed currently on all 
income earned outside the United States by a foreign subsidiary, 
before it is received by them; and, in addition, because of a change 
in the method of computing the allowable foreign tax credit. For 
the United States citizen who works abroad, income taxes would 
also be increased, as the present exemption (in certain circumstances) 
of compensation for personal services, earned abroad by a United 
States citizen, would be repealed, except to a limited extent. 


Under the President’s proposal, profits earned abroad by a foreign 
subsidiary organized in an “economically advanced” country (such 
as Europe, Japan and Canada), will be taxed currently to its United 
States parent company, regardless of when, if ever, any part of such 
profits are received by it. One half of such income for 1962 will be 
taxed to the United States parent company in that year, and 100 per 
cent of such income for 1963 and future years. 


If a foreign subsidiary derives income from “those forms of 
activities, such as trading, licensing, insurance and others, that typically 
seek out tax haven methods of operation,” the United States parent 
will be taxed currently on such income of the foreign subsidiary, “even 
though earned in the underdeveloped countries.” 


A United States parent company will be taxed currently on both 
its own income from the production (in the United States) of goods 
sold to its subsidiary and the latter’s income from its sales of such 
goods to customers, even in the “underdeveloped countries.” This 
will severely cut back the future volume of such sales. 


In making this recommendation, the President explained that it 
is his intention to “eliminate the ‘tax haven’ device anywhere in the 
world” (after having referred specifically to Switzerland), but he did 
not explain what he means by a “tax haven” or a “tax haven device.” 


Thoughtful Tax Man 
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The method, in effect for 40 years, of computing the foreign tax 
credit allowable against the United States tax on dividends from a 
foreign subsidiary will be changed so as to decrease the amount of the 
tax credit. In many instances, a very steep increase in the amount 
of taxes payable by the United States parent would result, thereby 
adding to the burden of taxes on those United States companies bring- 
ing home profits from their foreign subsidiaries. 


The exemption (in certain circumstances) of compensation for 
personal services rendered abroad by United States citizens would be 
repealed, except that the compensation of those residing in the “less 
developed countries” would continue to be exempt as in the past, but 
only up to $20,000 per year. 

These changes will cause hardships to United States citizens who 
have gone to work abroad in many countries, relying on the long- 
continued policy of this country to encourage such activities. It like- 
wise is clear that this change will add to the problems, the difficulties 
and the cost of recruiting and retaining qualified United States em- 
ployees in all but the “less developed” countries and the less responsi- 
ble positions. 


The President frankly expresses his recognition that collection 
of taxes on income earned abroad by foreign subsidiaries, before the 
United States parent company has received anything, will result in 
checking the expansion .of American business abroad. In justification, 
he expresses the thought that it would be preferable if such business 
were done by nationals of other, unnamed countries. However, the 


estimate in his message, of a resulting $250 million increase in tax 
revenue, does not seem to take into account the fact that the added 
tax burden would operate severely to reduce future income, both from 
foreign sources and from the production of goods in this country. 


We plan to hold a public meeting, to be addressed by an outstand- 
ing speaker, for a discussion of these proposals and their effect upon 
United States business, both at home and abroad; upon our economy ; 
and upon the deficit in our international balance of payments. We be- 
lieve that. similar meetings in other parts of the country, wherever 
there are manufacturers of goods sold abroad, might be of use in mak- 
ing the facts. known to all concerned with the taxation of foreign 


income. [The End] 


“Import restrictions by the Benelux countries, a decision by the Tariff 
Commission in Washington, Federal or State tax laws, a change in lend- 
ing policy by a New York bank or a Boston insurance firm, a new 
plant in. Jackson, Mississippi, a new machine in a Cleveland factory, a sub- 
stitute material created in Wilmington, Delaware, or a new invention in 
a laboratory in Los Angeles can have direct and disastrous consequences 
in Norfolk. To. say that our—and even the world's—economy is inter- 
related is, in the words of John Marquand, to make ‘an hysterical dis- 
covery of the obvious.’ ‘’—wMillard Cass, Deputy Under Secretary of Labor. 
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How the Tax Court 
Treats Reasonable Compensation 


By VICTOR R. WOLDER 


The author is a New York City attorney. 


EASONABLE COMPENSATION almost without exception is a 

question of fact depending upon all the facts and circumstances. 
Most salary compensation cases do not reach the published page. They 
are settled and disposed of in conference. But cases involving com- 
pensation come before the Tax Court. They come in every field of 
endeavor—large and small—some with merit, some without. As a 
general rule, it is the viewpoint of the writer that the Tax Court is 
fair in its conclusions. Yet just how the Tax Court comes to a con- 
clusion that a certain amount is reasonable and not a larger or smaller 
amount, is, of course, a mystery. However, there are certain funda- 
mentals that stand out more than others and these should be noted. 


(1) There is a principle that compenation should be deemed rea- 
sonable if it is made pursuant to a compensation agreement which was 
reasonable when made. However, taxpayers too often overlook the 
fact that in a closely held situation an agreement which was reasonable 
when made could become unreasonable; and that if strangers were 
involved it would not be renewed or continued. Under the circum- 
stances while the agreement is evidence of reasonableness, it is not 
binding or controlling. 

(2) When compensation of the controlling stockholder officers 
continues to increase, and no dividends are declared; and the ratio of 
compensation in relation to sales, gross profit and net profit increases, 
while ratio of net income decreases, a very large question is raised 
as to whether the compensation is reasonable. 

(3) The Tax Court will be very generous to outstanding efforts 
on the part of the officers where the taxpayer establishes that they are 
the ones who truly through their efforts brought about increases of 
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sales, new products and profits beyond 
that of the industry. The Tax Court 
is not so impressed or as generous 
when “‘war” orders are the cause of 
increased production. How does the 
taxpayer and its growth compare with 
the growth in its industry? This 
weighs very heavily in the Tax Court’s 
judgment. 


(4) If either the taxpayer or the 
Commissioner is going to use an “ex- 
pert” witness, make sure that the 
“expert” does comparative work, that 
he can give comparative statistics and 
that he can tell what is going on in 
the industry. The Tax Court will be 
impressed with a good expert witness. 


(5) Contingent compensation always 
will permit a larger compensation to 
an officer than’ would otherwise be 
considered reasonable. .But make sure 
it is “contingent.” 


The following are a group of 15 
cases in various fields of endeavor, 
together with some notes of the fac- 
tors which the Tax Court thought 
most significant in reaching a decision. 


Manufacturer of tools and dies and 
parts for aircraft industry. — Adams 
Tooling, Inc., CCH Dec. 23,803, 33 TC 
65 (October, 1959). 


An Indiana corporation which had 
been in business since 1926 was in 
the business of manufacturing tools and 
dies and jet engine parts for the air- 
craft industry. The corporation had 
five stockholders, all owned by the 
one family, the father and son each 
owned a third of the stock so. that be- 
tween them they owned two thirds of 
the corporate stock. The father was 
president and the son vice president and 
general manager of the company. The 
taxable years involved were 1952 and 


1953. 


Total Compensation Net Worth of 


Year Sales Net Income to Father and Son Corporation 
1946 $ 251,000 $ 10,600 $: 31,374 $ 66,000 
1949 281,400 3,300 18,000 68,200 
1950 612,000 29,000 36,000 85,500 
1951 1,640,000 137,000 126,000 129,000 
1952 1,490,000 124,000 128,000 163,700 
1953 1,427,000 120,900 128,900 199,000 
1954 955,000 58,100 80,300 226,000 
1955 535,600 (50) 33,000 225,000 
Father—President 

Total Com- Commissioner Tax Court 
Year Basic Salary Contingent pensation Allowed Allowed 
1950 $10,650 $ 7,350 $18,000 not involved in suit 
1951 13,000 49,900 63,000 not involved in suit 
1952 14,400 49,600 64,000 $30,000 $51,200 
1953 16,000 48,300 64,000 30,000 51,600 
1954 16,900 23,200 40,100 not involved in suit 
1955 16,900 0 16,900 not involved in suit 

Son—V ice President and General Manager 

Total Com- Commissioner Tax Court 
Year Basic Salary Contingent pensation Allowed Allowed 
1950 $11,600 $ 6,300 * $18,000 not involved in suit 
1951 13,000 49,900 63,000 not involved in suit 
1952 14,400 49,600 64,000 $30,000 $51,200 
1953 16,000 48,300 64,400 30,000 51,600 
1954 16,900 23,200 40,100 not involved in suit 
1955 16,900 0 16,900 not involved in suit 
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They entered into compensation 
agreements with the company for a 
five-year period which gave them each 
a basic salary of $200 weekly plus 5 
per cent of the company’s net profits. 
A similar contract was given to a vice 
president and works manager who 


had no stock in the company. Later 
they gave a contract for $110 per 
week, plus a share of 5 to 10 per cent 
of the profits to another nonstock- 
holder employee. 

The Tax Court determined a much 
higher rate of reasonable compensation 
for the two officers than the Commis- 
sioner. The taxpayers relied heavily 
upon a written employment contract. 
Under Treasury Department Regula- 
tions the reasonableness of the com- 
pensation has to be determined by the 
reasonableness of the agreement when 
it was entered into. As to this, the 
Court said that the “contract” in- 
tended by the regulation was one 
where there was a free bargain in an 
arm’s-length transaction and not a con- 
trolled situation. The Court said: 

“Any other view would give a closely 
held corporation and its controlling 
executives the tactical and practical 
opportunity from the tax perspective 





of adhering to and relying upon the 
contract as long as it might be advan- 
tageous for them to do so, or causing 
the execution of a new. contract. or 
arrangement if and when it better 
serve their purposes.” 


Doctors—Hospital.—McClung Hos- 
pital, Inc., CCH Dec. 24,159(M), 19 
TCM 449 (May, 1960). 


Corporation organized in West Vir- 
ginia in January, 1951, for purpose of 
operating hospital which prior thereto 
had been a partnership. James Mc- 
Clung, father and founder, Doctor of 
Medicine, was the father of James 
McClung, a surgeon, and William Mc- 
Clung, also a doctor. . The father gave 
the hospital to the boys. Each of the 
boys owned 45 per cent of the stock, 
the father owned 5 per cent. Orig- 
inally, each of the boys received $700 
per month. Thereafter it was changed 
to a percentage of gross fees. At first 
this was 75 per cent of their gross 
billings, later 100 per cent of the gross 
billings. 

The corporation’s gross income, tax- 
able income, officers’ and shareholders’ 
compensation, and earned surplus were 
as follows: 


Officers Share- 


holders Com- Earned 
Year Gross Income Taxable Income pensation Surplus 
1952 $275,000 $26,700 $86,400 $58,700 
1953 280,900 20,500 85,800 64,200 
1954 277,200 (17,500) 73,100 46,600 
1955 337,600 24,000 72,624 69,100 
1956 230,100 20,000 83,000 83,241 
William D. McClung—Doctor-Son 
Compensation Compensation 

Billings by Compensa- Commissioner Tax Court 

Year Doctor tion Paid Allowed Allowed 
1952 $52,700 $34,300 $34,300 $34,300 
1953 47,900 33,600 33,600 33,600 
1954 39,000 34,400 29,200 34,400 
1955 55,700 31,700 26,800 31,700 
1956 44,300 44,300 33,200 44,300 

James E. McClung—Surgeon-Son 
1952 $28,000 $34,300 $21,000 $34,300 
1953 19,300 33,600 14,500 33,600 
1954 15,300 20,400 11,500 20,400 
1955 15,800 19,800 11,800 19,800 
1956 20,800 20,800 15,600 20,800 
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James McClung—Father 


Compensation Compensation 

Billings by Compensa- Commission Tax Court 
Year Doctor tion Paid Allowed Allowed 
1952 none $13,600 $ 5,200 $ 5,200 
1953 none 14,200 5,200 5,200 
1954 none 13,800 5,200 5,200 
1955 none 16,800 5,200 5,200 
1956 none 12,400 5,200 5,200 

Father's salary, disallowed because sisters-in-law each had contributed 


he was not active in the hospital, came 
only on occasions and in an advisory 
capacity. Sons’ salaries allowed in 
full even though they were paid at 
higher rate than nonstockholder doc- 
tors, or their compensation exceeded 
their own billings. Court refused to 
substitute its judgment for that of the 
parties. 


Single property realty corporation 
small apartment house.—Akten Realty 
Corporation, CCH Dec. 24,065(M), 19 
TCM 150 (1960). 


Taxpayer corporation owned a 
single piece of rental property in New 
York City. which it had purchased in 
1945 for $35,000 cash above a mort- 
The stockholders who 


$15,000 for stock and each owned 50 
per cent of the stock of the corpora- 
tion. They, together with their hus- 
bands, were the corporate officers. In 
the taxable years involved, the corpo- 
ration used a managing agent who 
completely handled the operation of 
the building, plus a superintendent, 
both of whom were very generously 
paid. The sisters-in-law rendered 
nominal, if any, services, although 
they were president and vice president 
of the corporation. 

It is surprising that the Commis- 
sioner allowed the sisters-in-law any 
compensation. They did not even 
sign checks for the corporations ; their 





gage. were husbands did. 
Compensation Compensation Compensation 
Net Income of Paid Each Allowed Each Allowed by 
Year Corporation Sister-in-law Sister-in-law Tax Court 
1953 $3,980 $2,500 $1,250 $1,250 
1954 1,860 3,000 1,250 1,250 
1955 3,800 3,000 1,250 1,250 





Manufacture and sale of fertilizers 
and plant foods. — Bluegrass Plant 
Foods, Inc.; CCH Dec. 22,918(M), 17 
TCM 271.( March, 1958). 


Taxpayer was a Kentucky corpora- 
tion incorporated in 1948. .Tax years 
1954 and 1955 were involved. Tax- 
payer was in business of manufacture 
and sale of fertilizers and plant foods. 
Deming president, VanDeren, 
treasurer and general manager and 
Mrs. VanDeren, secretary. Deming 
and family owned about 75. per cent 
of company and VanDeren and his 
wife about 25 per cent. Deming was 
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was 
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a very able and successful businessman 
and had interests in other companies 
from which he received substantial 
salaries on consultant basis. Van- 
Deren was also an experienced man. 
They developed a business from scratch 
and gave unique and original services 
not therefor given in the industry. 
When it looked like government con- 
trols would adversely affect their sales 
market, they developed new outlets 
for their products and again used con- 
siderable astuteness and ingenuity. 


In arriving at the compensation in 
1954 and 1955 for the officers, the 
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board of directors voted for a salary 
plus a bonus. 

(1) The Tax Court disagreed with 
the Commissioner’s contention that 
the work load of the officers did not 
increase in 1954 and 1955 over prior 
years. 

(2) The Tax Court disagreed with 
the Commissioner’s contention that 


growth of business was only natural 
industry growth. 


(3) The Tax Court recognized prin- 


competitor’s business or duties per- 
formed. 

(6) Commissioner’s argument that 
payments of compensation represented 
distribution of profits was waived 
aside on ground that Deming owned 
or controlled 76 per cent of stock while 
VanDeren owned or controlled 24 per 
cent. 

(7) The Tax Court viewed un- 
favorably taxpayer’s failure to declare 
a dividend over the years and because 
of this felt that part of the compensa- 


ciple that even though president spent 
four months of year in Florida “a part 
time president by virtue of excep- 
tional training ability would merit 
higher compensation than a dull full 
time officer who lacked these desirable 
qualities.” 


tion represented distribution of profits. 


(8) This case was very well pre- 
pared by the taxpayer otherwise the 
results may have been most unfavor- 
able. The following is a tabulation 
of percentage of net income ‘paid to 
the two officers before salaries. 


(4) Taxpayer offered no proof of 

‘ P e e Tes Jar ce 
competitors’ compensation for compa- pnaned edie, 

: Bia ee 1951 55 

rable services. 1952 41 

(5) Respondent’s expert did not ae 43 

ae ‘ ‘ J 4/ 

show that there was a similarity with 1955 84 


Income of Corporation 


Year Sales Net Income Earned Surplus 
1949 $ 243,000 x x 
1950 406,000 X Xx 
1951 579,000 $37,700 X 
1952 837,000 70,700 $ 63,300 
1953 996,000 78,500 95,000 
1954 1,519,000 30,400 115,000 
| Ee ey ee ee eer 1,363,000 16,800 128,675 
Geer pe ite ee 1,566,000 X X 
Officers’ Compensation 
Total Compen- 
sation Paid Total Compen- Total Compensa- 
both Deming sation Allowed tion Allowed 
Compensation Compensation and Van- by Commis- by Tax 
Year Paid Deming Paid VanDeren Deren sioner Court 
1950 $15,000 $15,000 ee SS ae a4 So" pees 
1951 23,000 23,000 Sn oe. 
1952 24,380 24,380 ee? * eee), a ee ae 
1953 29,380 29,380 Cee) |i Bees Ses ee ase 
1954. . 49,999 49,999 100,000 $58,760 $80,000 
1955 44,999 44,999 90,000 58,760 80,000 
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Tool and die business. — Huckins 
Tool & Die, Inc., CCH Dec. 23,793(M), 
18 TCM 856 (October, 1959). 

Taxpayer, an Indiana corporation, 
formed 1937; was 100 per cent owned 
or controlled by three officer stock- 


years; (2) the efficiency in taxpayers’ 
operation was slightly above average 
of its industry; (3) the Korean War 
accounted for most of increased busi- 
ness; and (4) dividends declared only 
in 1943—none since. 








holders. Tax years. 1951, 1952 and 
1953 involved. Sales Net Income 
Tax Court took into consideration 1949 $ 633,000 $ 10,700 
the fact that: (1) tool and die indus- 1950 966,000 98,000 
try is cyclical in nature and trend and 991 1,469,000 206,800 
deeibs rei ‘ . ‘gaia 1952 1,606,000 153,600 
fluctuates widely over a. period of 1953 1,690,000 227,000 
Allowed by Com- Allowed by 
Deducted missioner Tax Court 
1951 
President $ 74,000 $ 59,000 
Secretary 49,300 39,300 
Treasurer 49,300 39,300 
Total $172,600 $60,000 $137,600 
1952 
President $ 64,200 $ 51,700 
Secretary 42,800 34,300 
Treasurer 42,800 34,300 
Total $149,800 $60,000 $120,300 
1953 
President $ 77,800 $ 62,300 
Secretary 51,800 41,600 
Treasurer 51,800 41,600 
Total $181,000 $60,000 $145,500 
Foundation.—F. E. McGillick Foun- Paper company.— Gilman Paper 


dation, CCH Dec. 23,144, 30 TC. 1130 
(August, 1958). 


Company, CCH Dec. 24,035(M), 19 
TCM 81, aff’d, 1961-1 ustc § 9152 
(CA-2). 


Taxpayer, a New Hampshire cor- 
poration formed in 1897, had its main 
office in New York. - It filed its tax 
return in Vermont. Tax year 1951 
was involved. The facts of the case 
are unusual and can be used as a 


In this case, the taxpayer was a 
nontax-exempt foundation. It paid a 
salary of $10,000 for the taxable year 
to one of the interested parties. The 
Commissioner determined that. $6,000 
was reasonable; disallowing $4,000. 
The Tax Court upheld the Commis- 


sioner. This, notwithstanding -that in 
a prior tax court case for the taxable 
years 1948 and 1949, the Tax Court 
had allowed a salary of $12,000 per 
annum for the same individual... The 
Court said that facts upon which the 
salary is determined. is materially dif- 
ferent between the later year and the 
earlier ones. . Hence,’a de novo deter- 
mination had to be made. 
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guide for some things a taxpayer 
should not do or its witnesses should 
not say. Isaac Gilman, the father, 
had founded the business many years 
before. In June, 1940; the father 
owned 60 per cent of the stock, his 
son Charles owned 20 per cent and 
his four daughters owned 5 per cent 
each. Charles was connected with the 
business from 1917. In that year all 
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of the outstanding stock of the cor- 
poration was recapitalized so that-all 
of the existing stock was made into a 
preferred nonvoting stock, and the 
entire voting rights were vested in ten 
shares of common stock of which six 
shares were issued to the father and 
four shares were issued to Charles. 
At that time it was agreed that when 
the father died, Charles would have 
the right to buy two of the six shares 
of common stock. It was. also then 
agreed that if at any time while 
Charles be employed by the paper 
company, he receive compensation in 
excess of $30,000 per year, plus 10 per 
cent of the net profits in excess of 
$200,000 per year, then such excess 
was to be received by Charles as trus- 
tee for the benefit of all the stock- 
holders of the paper company. 

The father died in 1944. Charles 
exercised his option to buy the two 


Compensation 
Deducted by 


Year Corporation 
1949 $ 71,000 
1950 110,000 
1951 250,000 
1952 72,200 


shares of stock which made him a 
60 per cent owner of the voting stock 
of the corporation. In 1945, the fol- 
lowing year, the board of directors 
adopted a resolution that. Charles’ an- 
nual salary was to be 10 per cent of 
the net. profits of the corporation in 
excess of $200,000 per year. In 1951, 
the tax year in question, Charles 
owned over half of the preferred stock 
and was trustee of 60 per cent of the 
common stock. In that year he re- 
ceived a total of $378,000 of compen- 
sation plus $1,020 director’s fees from 
the paper company and its subsidi- 
aries, of which $336,000 of the com- 
pensation and $500 of the director’s 
fees came from the paper company. 
In the fiscal year, the paper company 
and its subsidiaries had a net income 
of $11,898,000 of which $3,650,000 was 
The 


salary of Charles for several years was: 


made by the paper company. 





Compensation 
Reputed by: 
Charles 


Tax Court 
Allowed 


Commissioner 
Allowed 


$190,000 
95,000 
336,000 


$110,000 $110,000 


0 


The corporation’s net income was as follows: 





1938 $144,000 1943 $582,000 1948 $1,863,000 
1939 122,000 1944 734,000 1949 885,000 
1940 (79,000) 1945 454,000 1950 1,805,000 
1941 116,000 19465 760,000 1951 3,650,000 
1942 151,000 1947 4,284,000 

The Tax Court in upholding the (3) The Court said that in any event 


Commissioner in disallowing all com- 
pensation over $110,000 said: 


(1) The 1940 agreement cannot be 
called an arm’s-length transaction be- 
cause the corporation was closely held. 

(2) The 1940 agreement cannot be 
considered a contingent compensation 
It did not fix the rate of 
merely 
certain 


agreement. 
Charles’ compensation. It 
said it could not exceed a 
amount. 


Reasonable Compensation 


the 1945 board resolution based the 
percentage of net profits on a formula 
different from the 1940 agreement. 


(4) The directors who voted on the 
resolution had no adverse interest in 
the company. They were either rela- 
tives or representatives of relatives. 

(5). The actual compensation paid 
to Charles did not follow the formula 
either of the 1940 agreement or the 
1945 board resolution, Asked why he 
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took only $250,000 instead of $370,000 
which he should have been paid under 
the Board resolution, Charles said’ he 
only took “what he ‘needed to live on.” 


(6) There was no testimony in the 
case to show that Charles had any 
special ability, or brought his company 
to a level of growth above the indus- 
try, or just what services he actually 
rendered, or what competitors paid 
for equivalent services. 


Venetian blind business. — Lando 
Products, Inc., CCH Dec. 23,063(M), 
17 TCM 652 (June, 1958). 


For the fiscal year 1951, the corpo- 
ration (which was engaged in the 
manufacture and sale of painted alum- 
inum strips for Venetian blinds in Cali- 
fornia) paid its president $91,960 
salary. The president and his wife 
owned 96 per cent of the stock of the 
corporation. The corporation, which 
was formed in 1946, was a successor 
of a business the president had started 
in 1922. Salary of president for 1949 
to 1951 was based upon 4 per cent of 
sales. Gross income, net income, com- 
pensation and other important details 
were: 





Year Gross Income Net Income 
1947 . $ 534,000 $. 30,700 
1948 727,000 55,400 
1949 792,000 21,500 
1950 1,065,000 119,300 
1951 2,267,000 440,900 
1952 1,484,000 56,000 
1953 1,442,000 49,900 
1954 1,326,000 (9,100) 
1955 1,619,000 49,600 





The Tax Court in finding that tax- 
payer’s compensation should be $53,000 
as reasonable instead of $91,900 as 
claimed by taxpayer or $36,000 as 
claimed by Commissioner, made the 
following observations: 

(1) The president ‘was a very hard 
worker—little or no vacation, worked 
ten to 14 hours per day. 





(2) The president was competent, 
well qualified and an acknowledged 
leader in his industry. 

(3) The impetus of business in 1951 
was due somewhat to the Korean War. 

(4) Since the corporation was closely 
held, negligible weight could be given 
to board of directors’ action fixing 
salary. 

(5) Corporation declared no divi- 
dends and accumulated a large earned 
surplus. 


(6) Compensation of the president 
was not contingent because it was 
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Allowed by Com- 
missioner 


Payments 
to President 
$21,300 
29,200 
31,600 
42,300 
91,900 
36,000 
36,000 
36,000 
36,000 


Allowed by 
Tax Court 


$36,000 $53,000 


fixed at the end of each year—not the 
beginning. 

(7) There is no proof that compen- 
sation. in taxable years in question 
was to make up for inadequate com- 
pensation paid to president in earlier 
years, 

(8) Testimony of a top executive of 
a competitor was discounted by the 
Tax Court because it said that the 
witness’s testimony was a “little as- 
sistance” to the court; that witness 
only had knowledge as to what was 
paid in his company, and these were 
truly contingent compensation situa- 
tions—which the taxpayer’s wasn't. 
Witness did not know what competi- 
tors paid in the industry. 

The strange part about this case is 
that the taxpayer seemingly had no 
trouble on reasonable compensation 
with the government until the presi- 
dent voluntarily reduced his own sal- 
ary, and the court fixed the $53,000 as 
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reasonable compensation. That also 
happened to be the amount of com- 
pensation the expert witness received 
that year! 


Real estate developer.—River Lake 
Estates, Inc., CCH Dec. 23,655(M), 18 
TCM 562 (June, 1959). 


Taxpayer in this case was a West 
Virginia corporation incorporated in 
1954 to take over the development of 
land previously owned by the two 
men under an agreement which had 


Compensation Deducted 


been made at arm’s length so that one 
of them would receive 20 per cent of 
sales as a commission and the other 
would receive 10 per cent of sales as 
a commission on all sales. These two 
men became the sole stockholders of 
the corporation. Later, after the cor- 
poration was formed it was agreed 
that Walk, the one receiving the 20 
per cent commission, was to receive 
additional compensation of $22,500, 
payable in three years. The tax years 
1956 and 1957 were in question. 


Corporation's 


Year Walk Aliff Gross Income Net Income 
1956 $26,100 $9,000 $52,600 $ 8,100 
1957 15,000 7,500 53,100 13,600 


Taxpayer did not pay out these 
amounts in full, however. The unpaid 
balances in Walk’s and Aliff’s accounts 
were: 


Year Walk Aliff 

1955 $ 5,900 $ 3,000 
1956 29,500 12,400 
1957 34,000 14,600 


The Commissioner sought to dis- 
allow $7,500, paid to Walk in 1956 as 
excessive compensation. This was 
the extra amount that Walk and Aliff 
had agreed upon that year. The Tax 
Court overruled the Commissioner, 
pointing out that Walk was very ex- 
perienced, worked very hard, received 
substantial compensation from other 
sources also, for his services to other 
companies; and held that the amount 
paid to him in 1956 was reasonable. 


Nonferrous jobbing foundry.— 
Harsch Bronze Company & Foundry, 
CCH Dec. 23,080(M), 17 TCM 664 
(June, 1958). 


Petitioner, an Ohio corporation, had 
been in business many years prior to 
the taxable years 1951 and 1952. Henry 
B. Harsch and his brother Harry were 
the controlling stockholders. . Their 
father retired from the business in 
1946. 


Commissioner disallowed $17,500 
for each of Henry’s and Harry’s sal- 
aries for 1951 and $17,980 each for 
1952, claiming that $30,000 compensa- 
tion for each, annually, was. reason- 
able. The Tax Court overruled the 
Commissioner in each instance and al- 
lowed in full the compensation as 





Officers’ Compensation 


Year Father Henry B. Harry Jr. Total 

1942 $25,000 $35,000 $ 6,500 $66,500 
1943 25,000 35,000 12,950 72,900 
1944 25,000 35,000 20,000 80,000 
1945 25,000 35,000 20,000 77,900 
1946 22,900 35,000 20,000 55,000 
1947 29,300 25,600 55,000 
1948 27,500 27,500 55,000 
1949 27,500 27,500 55,000 
POW. cek<. 27,500 27,500 55,000 
a ee 47,500 47,500 95,000 
ae 47,980 47,980 95,960 


Reasonable Compensation 
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taken by taxpayer. The Tax Court 
in making its decision pointed out 
that the increase in sales and net in- 
come of the petitioner was entirely a 
result of the new methods, innova- 
tions and hard work of the individual 
officers—new developments on their 
part; they did better than the industry. 


Corporation Sales and Net Income 


Auto service station— Chatsworth 
Stations, Inc., CCH Dec. 22,896 29 TC 
1150. 


The stock of this New York cor- 
poration which purchased a gas sta- 
tion and stores in 1950, was owned 
by its four officers, Louis, Irving, 
Joshua and Roy. Louis and Irving 
devoted full time to the business. 





Year ’ Sales Net Income Joshua, who was experienced with the 
een erry Vises $ — gas station, and Roy each had other 
sod Weare 2'135,000 Css00 occupations but rendered some serv- 
1951........ 4,000,000 118,200 ice to the corporation. Tax year 1951 
ae 4,096,000 419,900 involved: 
1953........ 4,940,000 528,100 ‘ 
1954........ . 5,498,000 829,143 
Compensation Allowed by Allowed by 
Paid Commissioner Tax Court 
ee SE rr i SP pore a Oe $4,700 $500 $2,000 
eT | | ee free. 4,700 500 2,000 
MIR sea cicdcaiie. 2 Suche vara. vm Ct ee 500 500 500 
geal a incseied «ict ect 1,000 500 500 
Petitioner had the following total and net income: 
Total Total Officers’ 
Year Income Income Salary 
OEP SREP oo ie a $22,800 $6,300 —0- 
SE Pee er ert ore 69,300 1,400 $10,000 





(1) The taxpayer at the trial pro- 
duced “no evidence of compensation 
paid to officers doing comparable work 
for comparable companies.” 

(2) Court made its determination 
based upon the Cohan v. Commissioner 
rule. (2 ustc [ 489, 39 F. 2d 540 
(CA-2).) 


Apartment house.—Lockwood Real- 
ty Corporation, CCH Dec. 22,914(M), 
17 TCM 247 (March, 1958). 


Taxpayer was an Ohio corporation 
organized in 1947, the stock of which 
was owned 50 per cent by Rabin and 50 
per cent by Itkoff and his sister. 
Rabin became president and Itkoff, 
treasurer. Tax years 1953, 1954 and 
1955 are involved. 


The compensation paid to each of 
Rabin and Itkoff was identical and 
as follows: 





Paid Each Allowed by Allowed by 

Year Officer Commissioner Tax Court 

i, ee . $3,000 each $1,620 each $2,000 each 

1954 3,000 each 1,695 each 2,000 each 

1955 3,000 each 1,690 each 2,000 each 
Gross Earned Mortgage Cash on 
Year Rents Dividends Surplus Payments Hand 
1953 ; <aearore pes ... $54,400 $20.00 $41,900 $17,900 $ 200 
Geer <® CO ae meee 56,500 20.00 52,100 12,500 3,000 
a 56,400 20.00 64,805 13,000 5,900 
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Commissioner sought to limit com- 
pensation to 6 per cent of gross rents 
received. Both Itkoff and Rabin 
looked after the property. They, of 
course, had other business interests, 
but there was the usual rent collec- 
tions, management, tenant complaints 
and the like. 

The Tax Court agreed with the 
taxpayer that in the absence of pay- 
ments for directors’ fees or salary, 
compensation for services rendered by 
the corporation’s officers should in- 
clude something more than fees. paid 
under an ordinary real estate manage- 
ment contract. 


Machine tools.—Ernest, Holdeman 
& Collet, Inc., CCH Dec. 24,030(M), 19 
TCM 42 (January, 1960). 


Taxpayer, an Indiana corporation 
formed in 1947, was the successor 
to a partnership formed the previous 
year. It was in the business of new 
and used machine tools and did a 
small amount of tooling and rebuild- 
ing. In 1948 to 1950 it had about 
12 employees beside the officers. Dur- 
ing the Korean War and its after- 
math, the employees were increased 
to 65, and the officers worked long 
hours, sometimes seven days a week, 
65 hours per week. All the officers 
were able, experienced and hard work- 
ing. The tax years 1952 and 1953 are 
involved. Salaries paid to the five 
officers in 1948 through 1954 were as 
follows: 


Earned 

Year Net Sales Net Income Surplus 

Sect ccaeaniesee, .... $ 380,000 $ 9,600 $ 7,500 
1949 . De da ks ead s alt sue ON 213,400 1,800 9,000 
I cig Ca wih oa 4 di csgihs sic: God eke dete 633,800 13,200 19,200 
EL aos eee C ie eas 2,527,000 83,500 51,000 
WO. es 5k ce, Deon cs Sete. 3,237,000 146,000 99,800 
ery 3,035,000 86,300 126,000 

Year 1952 
Deduction Allowed by Allowed by 
Officer Claimed Commissioner Tax Court 
Prémegemt:: (260.0. $85,100 $25,000 $35,000 
Vice President 85,100 20,000 35,000 
Wee RNR 55 hc 0A Mow Cribkde meee ob 85,100 25,000 35,000 
NE Roe ire Konia Nu wena ck eee 85,100 20,000 35,000 
Pugs DOTNET Se ov enc 61,600 10,000 22,000 
Year 1953 

ED Re See, 1 Sanne Be $43,200 $25,000 $25,000 
WHO CT, oc vccecdnea eit ce teenies 43,100 20,000 25,000 
eek RVUs OR SS 43,200 25,000 25,000 
Treasurer Pe SUTe Pee hess coe 43,200 20,000 25,000 
Assistant Secretary ..:....:-.....:. 31,400 10,000 18,000 


Court based its decision based on: 
(1) Closely held nature of company ; 
(2) Financial history of company ; 
(3) Wartime economy ; 

(4) Nonpayment of dividends; 


(5) Corporation borrowing money 
from its officers because it paid them 
excessive salaries. (By borrowing 


Reasonable Compensation 


money back corporation also sought 
to obtain interest deduction on loans.) ; 

(6) Increase of business due to ab- 
normal wartime economy, not officers’ 
business sagacity. 


Insulation manufacturer.— Standard 
Asbestos Manufacturing and Insulating 
Company, Inc., CCH .Dec. 22,891(M), 
17 TCM 207 (March, 1958). 
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Taxpayer was a Missouri corpora- 
tion incorporated in 1918. Tax years 
1949, 1950 and 1951 were involved. 


The officers and members of the board 
owned or controlled the stock of the 
corporation. 





Officers’ Year End 
Year Sales Salaries Net Income Surplus 
SE oi ls GA pe bh os eee ... $2,055,000 $ 65,000 $201,200 $296,000 
SRE ie bale See : Saeed : ,000 85,000 249,600 338,000 
BPRS eS Se eee as 1,149,000 65.000 34,300 387,000 
BES ctithaevanceh as ciennvs . 1,600,000 75,000 46,600 407,000 
ST A ois da oat 1,653, 60,000 47,400 431,000 
STS. os cae <6 DEEN ee ss 1,751,000 90,000 49,200 457,000 
SE oak, oo ae ,eeeees ee 135,000 97,100 509,000 
Ss ray Leora aiiacien .. 2,633,000 182,000 215,100 627,000 
Rae GN do Sain Nall 2,578,000 209,000 241,100 710,000 
Mn. Sk. ot epanaee eee 209,000 141,100 752,000 


Three officers’ salaries which were questioned showed up as follows: 


Actually 
Authorized Received Dur- Allowed by Allowed by 
Year and Deducted ing Year Commissioner Tax Court 
DE ARS ad edn SE tee «ca $156,000 $41,300 $105,000 $127,500 
RIS sae en ae 195,800 57,500 120,000 142,500 
_ ee 195,800 10,900 120,000 142,500 


In reaching its decision Tax Court 
said: 

(1) There is no evidence that com- 
pensation paid to them in tax years 
in question was to make up for early 
years when they worked for inade- 
quate pay. 

(2) Relationship of percentage of 
compensation to sales is not to be 
accepted without reservations. 

(3) The Korean War tended to in- 
crease sales and profits in 1950 and 
1951. 

(4) The amount that Renegotia- 
tion Board recognizes as reasonable 


compensation is not binding on Tax 
Court. 


Real estate and insurance office.— 
Cooper Agency, CCH Dec. 24,015, 33 
TC 709 (January, 1960). 


A South Carolina corporation in 
business to develop, rent and _ sell 
real estate, and general insurance 
business. Business started in 1949. 
Taxable years involved were fiscal 
1950 and 1951. Four officers were 
brothers. Commissioner disputed sal- 
aries of three of the brothers. 


Compensation Amount Compensation 

Claims on Disallowed by Allowed by 

Tax Return Commissioner. Tax Court 
PN sereresi civcieks 1950 $ 6,000 not shown $ 6,000 
1951 12,000 not shown 12,000 
Vice President '....... 1950 6,000 not shown 6,000 
/ 1951 12,000 not shown 12,000 
Vice President ........ 1950 6,000 not shown 3,000 





The reason for the disallowance by 
the Tax Court of part of the salary 
was based on the fact that the officer 
rendered mainly legal services; that 
his salary was computed based on 
1 per cent of a loan that was made; 
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and that in this instance, this was an 
unrealistic manner in which to com- 
pute the compensation, as the loan 
was not a “realistic” loan of $600,000. 


[The End] 
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Curacao Organizations 
By FRANZ M. JOSEPH and RICHARD U. KOPPEL 


| The authors are attorneys in New York City. 


HE NETHERLANDS ANTILLES are a group of islands * form- 

ing an autonomous part within the Kingdom of the Netherlands; 
Curacao is the largest of the islands.2, For convenience, the Nether- 
lands Antilles will hereafter be referred to as “Curacao.” 


Because of the favorable tax climate of Curacao, its treaty rela- 
tions with the United States, and for other reasons, many Americans 
and foreigners have formed Curacao organizations for the purpose of 
holding and administering assets and of conducting certain types 
of business operations. In setting up and managing such organiza- 
tions careful consideration must at all times be given to possible 
American tax consequences. Curacao law will rarely create serious 
problems. 


CURACAO LEGAL AND TAX ASPECTS * 
Legal Aspects 


Corporations.‘—The corporation law of Curacao is liberal.* Little 
difficulty will be encountered in forming a corporation to suit the 
particular requirements of any given case, There are no statutory minimum 
capital requirements.® Capital can be expressed in a foreign currency. 





* They consist of two groups known as the Leeward Islands (Aruba, Bonaire 
and Curacao) and the Windward Islands (St. Martin, St. Eustatius and Saba). 

* Its capital, Willemstad, is the seat of the central government. 

*The authors are indebted to Dr. A. A. G. Smeets, notary, Curacao, for 
furnishing valuable information about the Curacao law. 

*The Dutch and Curacao equivalent of a corporation is the “Naamlooze Ven- 
nootschap (N. V.).” 

*It is governed by the Commercial Code of Curacao, which in turn is based 
on the Netherlands Commercial Code. 

* However, the government has recently adopted a policy of not issuing a 
decree of “no objection” (see text) unless the capital is adequate for the corporate 
purposes, the minimum for investment companies being NA. fi. 10,000.00. (The 
present official rate of exchange for the Netherlands Antillian guilder is NA. 
fi. 1.00 = $0.5305.) 

At least 20 per cent of authorized capital must be subscribed and at least 
10 per cent paid in at the time of incorporation. A substantial portion of capital 
contributions can be carried as paid—in surplus. It appears, however, that paid-in 
surplus should generally not exceed 1%4 times the amount of the paid-in capital. 
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A corporation may issue common and 
preferred stock. Its shares may be 
either in registered or bearer form. 
The corporation law contains no re- 
strictions concerning the nationality 
or residence of directors, officers, or 
shareholders, nor need directors be 
shareholders. Curacao law does -not 
normally make the distinction be- 
tween directors and officers. A cor- 
poration is run by one or several 
managing-directors, each of whom in- 
dividually can act on behalf of the 
corporation in the absence of contrary 
provisions in the deed. of -incorpora- 
tion.’ It is also possible to provide 
for a board of directors, acting in a 
supervisory capacity, and for agents 
or other representatives with broad 
or limited powers. While sharehold- 
ers’ meetings -must be held in Curacao, 
personal presence is not required and 
proxies are permitted. 


A corporation is established by no- 
tarial deed of incorporation which 
contains the articles of incorporation 
and may also set forth matters nor- 
mally found in the by-laws of American 
corporations. At least two incorporators 


*The deed of incorporation may provide 
for any different method of representation. 
*“Dummy” incorporators can be used. 

*The process takes approximately six to 
eight weeks. However, it can be expedited. 

* Such applications are made to the De- 
partment of Economic and Social Affairs. 
While the Curacao corporation law contains 
no restrictions as to citizenship or residence 
of directors or officers, the licenses are re- 
quired under administrative law. As a rule, 
they are granted without difficulty. 

* On file at the Commercial Register will 
be information disclosed in the deed of in- 
corporation, for example, the capital author- 
ized, subscribed, and paid in at the time of 
incorporation. That information, however, 
will not include amounts contributed as 
paid-in surplus or capital subscribed and 
paid after incorporation. 

"The initial registration fees with the 
Commercial Register range from fl.. 10.00 
for a corporation with net assets up to 
fl. 5,000.00 to fi. 1,000.00 for a corporation 
with net assets of fi. 1,000,000.00 or more. 

The following tariff illustrates notarial in- 
corporation fees, which are based on au- 
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are required.* The deed of incor- 
poration is presented to the Govern- 
ment of the Antilles for issuance of a 
decree of “no objection.” Upon the 
promulgation of that decree the cor- 
poration begins its existence.® There- 
after, the deed of incorporation and 
decree of no objection are published in 
the official Gazette. 

At the time of the filing of the deed 
of incorporation, application is made 
for a license to conduct the corporate 
business and, if applicable, for a license 
authorizing noncitizens of Curacao to 
act as directors of the corporation.”® 
At the same time, a license is obtained 
to exempt the corporation from for- 
eign exchange controls, which will be 
discussed below. The relevant data 
about the corporation and its managing- 
directors are then registered with the 
Commercial Register." 

The initial incorporation expenses 
consist to a karge extent of notarial 
fees which vary according to the au- 
thorized capital."* Annual fees and 
expenses depend upon the amount of 
work required to be performed in 
Curacao."* 


thorized capital (not including paid-in 
surplus), rather than net asset value: not in 
excess of fl. 100,000.00—fl. 530.00 plus 4% 
per mille of excess over fi, 50,000.00; over 
fl. 100,000.00 and up to fi. 200,000.00 — 
fi. 750.00 plus 2% per mille of excess 
over fi. 100,000.00; over ff. 200,000.00 and 
up to fl. 1,000,000.00 — fi. 1,000.00 plus 1% 
per mille of excess over fi. 200,000.00; over 
fl. 1,000,000.00 — fl. 2,000.00 plus fi. 500.00 
for each additional fi, 1,000,000.00, 

™The annual registration fees of. the 
Commercial Register range from. fi. 5.00 
for corporations with. net assets up to 
fl, 5,000.00, to fi. 500.00 for corporation 
with net assets of more than fl, 5,000,000.00. 

The following tariff illustrates — fees 
charged by notaries for maintaining a cor- 
poration’s legal: domicile, holding annual 
meetings, and filing Curacao tax returns 
(rates being based on net asset value and 
expressed in United States dollars): up to 
$500,000 — $250; from $500,000 to $750,000 
— $325; from $750,000 to $1,000,000 — $400; 
over $1,000,000 — $400 plus 1/10 per mille 
of excess over $1,000,000. 
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Other organizations. — Under Cur- 
acao law a number of other organiza- 
tions can be established. They include 
foundations ** and entities which are 
similar to limited partnerships.*® 


The exact equivalent of the trust as 
it exists under the Anglo-Saxon Com- 
mon Law is not known to the Curacao 
legal system which is based on the 
Roman Civil Law. A fiduciary ar- 
rangement, derived from the “fiducia” 
of the Roman Law, may be established 
under Curacao law by contract. Under 
it, property is transferred to one or 
several fiduciaries who hold it for the 
benefit of third persons upon terms 
stipulated in the agreement between 
them and the grantor. While this 
arrangement may resemble the Amer- 
ican trust in some respects, the fidu- 
ciary contract merely creates personal 
contractual rights between grantor 
and fiduciary. The common law dis- 
tinction between legal. and equitable 
ownership is alien to the civil law. 
Toward the outside the civil law fi- 
duciary is the complete owner of the 
property. In case of breach of his 
fiduciary obligations, the remedy is 
basically an action by the grantor. 
The beneficiary does not have the 
same rights or safeguards as the bene- 
ficiary of a common law trust. For 
example, normally he cannot follow 
the trust res into the hands of third 
parties to whom it was wrongfully 


*The foundation (“Stichting”) is a legal 
entity without share capital created to hold 
and administer property for a purpose 
and/or for the benefit of persons named 
or described in its deed of creation: 

* The equivalent of a general partnership, 
which is not a separate legal entity and 
where each partner is jointly and severally 
liable, is the “vennootschap onder firma.” The 
“Commanditaire Vennootschap (C. V.)” is 
more in the nature of a limited partnership. 
It consists of partners with unlimited liabil- 
ity and one or several partners whose liabil- 
ity is limited to their agreed shares of the 
capital. In a “Commanditaire Vennootschap 
op aandeelen” the interests of the limited 
partners are represented by shares. 
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transferred. Personal creditors of the 
fiduciary can reach the trust property.*® 


Currency controls.—Exchange con- 
trol regulations have been in effect in 
Curacao since 1940.17 However, in 
the exercise of powers conferred by 
these regulations the Curacao Foreign 
Exchange Control Board has set up 
standards for a liberal licensing sys- 
tem.'® Under it, licenses can be and 
are freely granted to organizations 
established on behalf of nonresidents 
of Curacao with foreign funds, as long 
as the foreign funds and the assets 
acquired therewith are held solely for 
the benefit of nonresidents, The pro- 
cedure is to apply for and obtain the 
license contemporaneously with the 
establishment of a corporation and 
before any transfers are made to it. 
The license, in addition to exempting 
the operations of the organization 
from foreign exchange controls, con- 
tains a provision to the effect that in 
case of revocation of the license, the 
organization shall be allowed a mini- 
mum period of three months within 
which to liquidate its assets and re- 
move them from the Curacao juris- 
diction. 


Tax Aspects 


Income tax on corporations.—Cur- 
acao corporations and other entities ” 
are subject to the corporate profits 


* Curacao is considering the adoption of 
a statute under which trusts resembling the 
Anglo-Saxon trust can be established. 

"Foreign Exchange. Ordinance of 1940, 
Publication Sheet 1941, No. 136. 

* Foreign Exchange Board Ruling dated 
March 5, 1955. 

* Article 1 of the National Ordinance on 
Profit Tax imposes the tax, among others, 
on corporations or other entities. having 
their “seat” in Curacao. The statute pro- 
vides that whether a corporation or other 
entity has its seat within Curacao. shall be 
decided according to the. circumstances of 
the case. However, it appears clear that a 
corporation established under the law of 

(Continued on following page) 
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tax.” In the absence of special tax 
benefits which will be discussed below, 
the tax rate is 24 per cent on net income 
up to fi. 100,000.00 and 30 per cent on 
net income in excess of fl. 100,000.00." 
Net taxable income is determined 
much in the same way as taxable in- 
come for United States tax purposes, 
that is, after deduction of. business 
expenses including foreign taxes.”* 
With the exceptions discussed below, 
capital gains on sales and liquidations 
are includable in taxable income.”* 


The books of an organization sub- 
ject to tax may, among other lan- 
guages, be kept in English.**. After 
the end of the fiscal year the tax au- 
thorities transmit a tax return to the 
taxpayer for completion.** The return 
must, in the absence of an extension 
of time, be filed within 60 days after 
its issuance.** Thereafter the tax is 
assessed. 


Special tax benefits.—Certain types 
of. organizations enjoy special tax 
treatment. Thus, organizations which 
derive their income “exclusively or 
almost exclusively” from the acquisi- 
tion, holding, administration and sale 
of securities are taxed on the income 
therefrom at only one tenth of the 
normal rates.” Capital gains of such 
organizations are tax-exempt.” If 
only a part of a corporation’s income 
is realized from the described sources, 


the Curacao tax authorities may, upon 
application, grant the foregoing bene- 
fits to that part of the income.*® The 
same favorable tax treatment is ac- 
corded to income from foreign sources 
derived by organizations formed “exclu- 
sively or almost exclusively” for the pur- 
pose of acquiring revenue from the sale 
or other disposition of the right to use 
copyrights, patents, designs, secret 
processes, formulae, trademarks, trade 
names, and similar property, and/or for 
the purpose of acquiring royalties, in- 
cluding rentals, from motion pictures as 
well as from industrial, commercial or 
scientific installations and equipment, 
and/or for the purpose of acquiring 
compensation for the rendition of 
“technical assistance.” *° In other 
words, organizations in the categories 
listed above are subject to Curacao 
tax on their income from the enume- 
rated sources at the rate of 2.4 per 
cent up to fi. 100,000.00 and 3 per cent 
on the excess over fl. 100,000.00. More- 
over, by statute such companies can- 
not be subjected to a higher tax for a 
period of ten years from the date of 
their organization.” 


Companies which do not fall within 
the foregoing categories will be taxed 
at the same reduced rate of one tenth 
of the regular rates on income derived 
from the operations of “permanent 
establishments” abroad, provided the 





(Footnote 19 continued) 
Curacao has its seat there and will be sub- 
ject to the profit tax. Among the entities 
which are subject to the profit tax if they 
have their seat in Curacao, the statute lists 
limited partnerships and certain organizations, 
the capital of which is not divided into shares, 
including foundations other than those exclu- 
sively serving the general welfare. Entities 
not having their seat in Curacao are subject to 
tax on income derived from a permanent es- 
tablishment in Curacao, from immovable prop- 
erty situated in Curacao, and from capital 
which is secured by a mortgage on Curacao 
immovable property. 

* National Ordinance on Profit Tax 1940, 
Publication Sheet 1940, No. 34, as revised 
Publication Sheet 1955, No. 140. 
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*™ Work cited at footnote 20, Art. 15. 

"Work cited at footnote 20, Arts. 4, 5 
and 6. 

*= Work cited at footnote 20, Art. 4. 

* Work cited at footnote 20, Art. 17. 

* As a rule a return is not sent before the 
expiration of four months after the end of 
the fiscal year; work cited at footnote 20, 
Art. 19. 

* Work cited at footnote 20, Art. 22. 

* Work cited at footnote 20, Art. 14(1). 

* Work cited at footnote 20, Art. 14(2). 

® Work cited at footnote 20, Art. 14(3). 

*” Work cited at footnote 20, Art. 14A. 
Unfortunately there is no clear definition of 
the term “technical assistance.” 

* National Ordinance of October 20, 1958, 
Publication Sheet 1958, No. 133. 
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jurisdictions in which the permanent 
establishments are located levy some 
kind of income tax on such foreign 
profits.** Capital gains of such cor- 
porations, however, are not tax-exempt. 
Special tax and other concessions have 
also been granted to certain types of 
new enterprises established in Cur- 
acao ** and to so-called “free zone” 
corporations.** 


Taxes on individuals.—The Curacao 
system of taxing individuals is rele- 
vant in this article primarily insofar 
as it would concern stockholders, bond- 
holders or officers of Curacao organi- 
zations. Nonresident stockholders 
and bondholders will not become sub- 
ject to Curacao income tax with re- 
spect to dividends or other distributions 
from Curacao sources. Nonresident 
managing-directors or other officers of 
Curacao corporations, however, are 


subject to income tax on their com- 
pensation. Shares or obligations of 
Curacao organizations owned by non- 
residents are not subject to Curacao 
estate or inheritance tax. 


Stamp taxes.—A stamp tax is im- 
posed at the rate of four per mille on 
the nominal value of stock certificates 
of Curacao corporations issued and 
delivered in Curacao.*® 


AMERICAN TAX ASPECTS 


The need for thoroughly exploring 
all possible American tax consequences 
resulting from the formation and op- 
eration of a Curacao organization can- 
not be overemphasized. 


Income Tax 
on Corporations 

General tax law.—Foreign corpora- 
tions * are subject to United States 





* Work cited at footnote 20, Art. 12. This 
tax treatment also applies to income from 
immovable property situated abroad. The 
meaning of the term “permanent establish- 
ment” is not clear. It includes a branch 
office. It appears, however, that a general 
agent abroad may also qualify if he is ac- 
tively engaged in business and has _ full 
power to bind the Curacao corporation. In- 
come (other than capital gains) derived 
from permanent establishments or from im- 
movable property situated in the Nether- 
lands, Netherlands New Guinea or Surinam 
is tax-exempt, provided it is subject to some 
type of income tax in the country of situs. 
For tax reduction and/or exemption on cer- 
tain distributions from foreign corporations 
which do not qualify for tax reduction 
under Arts, 14 or 14A, see Art. 13, 

®See National Ordinance of November 
26, 1953, 1953 Publication Sheet No. 194. 
This statute grants tax exemption for ten 
years and other benefits, under certain con- 
ditions, to new enterprises set up to engage 
in an industry which did not exist in 
Curacao on January 1, 1948, and which may 
be expected to broaden the economic base 
of Curacao. The enterprise must be certi- 
fied by the government as falling in the 
exempt category. It must involve a prescribed 
minimum investment. 

*See National Ordinance of June 13, 
1956, 1956 Publication Sheet No. 63. Curacao 
corporations operating in designated “free 
zones” are granted exemptions from import 


Curacao Organizations 


A 


and export duties and excise taxes. Further- 
more, until January 1, 1981, the profits of 
such corporations are taxed at only one 
third of the regular rates, except on “domestic 
sales,” that is, sales to Curacao enterprises. 
Here again permission has to be granted by 
the government, the criterion being whether 
the business of the company may be ex- 
pected to contribute to the development of 
the Antilles. A qualifying corporation may 
operate only in the free zone, where it will 
be permitted to store merchandise to be 
used in international trade, and/or to pack- 
age, assemble, process or convert it. A 
purely administrative operation would prob- 
ably not qualify for free zone privileges. 
The fact that a corporation qualifies as a 
free zone corporation will not deprive it of 
greater tax benefits to which it might other- 
wise be entitled, for example, reduction to 
one tenth of regular rates under Arts. 14 or 
14A, see Art. 14. 

*Stamp Tax Ordinance of 1908, 1956 
Publication Sheet No, 108. 

* The term “corporation” includes asso- 
ciations and joint-stock companies; Code 
Sec. 7701(a)(3). Whether a given foreign 
organization is to be treated as a corpora- 
tion for United States tax purposes de- 
pends, in the first place, upon the number-of 
corporate attributes which that organization 
has under the foreign law of its creation. 
While local law is applied in determining 
the type of relations created by a given or- 

(Continued on following page) 
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income tax only. with respect to their 
income from United States sources.” 
A complete review of the concept of 
“income from United States sources” 
would be beyond the scope of this 
article.** It includes dividends from 
domestic corporations,*® dividends from 
certain foreign corporations,*® interest 
from domestic corporations ** and from 
certain resident individuals. and for- 
eign corporations,®* rentals or royal- 
ties from property located in the 
United: States or for the privilege. of 
using patents and other similar prop- 
erty rights in the United States,** and 
compensation for certain personal 
services performed in the United 
States.** A vendor of personal prop- 
erty who purchased, rather than pro- 
duced, the property, realizes income 
from United States sources only if the 
sale takes place within the United 
States.** The criterion presently ap- 
plied in determining whether a sale 
was effected in the United States or 


(Footnote 36 continued) 

ganization, the United States tax law estab- 
lishes the standards to be followed in 
determining the classification in which the 
organization belongs, for example, whether 
it is to be treated as a corporation; See Reg. 
Sec. 301.7701-1. The major characteristics 
of a pure corporation which, if found in any 
other type of foreign or domestic organiza- 
tion, will cause that organization to be 
treated as a corporation for tax purposes 
have been described as: (i) associates, (ii) 
an objective to carry on. business and to 
divide the gains therefrom, (iii) continuity 
of life, (iv) centralization of management, 
(v) liability for debts of the organization 
being limited to property of the organiza- 
tion, and (vi) free transferability. of in- 
terests ‘in the organization. Reg. Sec. 
301.7701-2. 

* Code Secs. 881;.882(b). 

* See generally Code Secs. 861 (income 
from United ‘States sources), 862 (income 
from sources without the United States). 

* Other than corporations deriving less 
than 20 percent of their gross income for a 
designated period from United States 
sources. Code Sec. 861(a)(2)(A). 

“That is, corporations deriving 50 per- 
cent or more of their gross income for a 
designated period from United States sources. 
Code Sec. 861(a)(2)(B). 
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abroad is the place of passage of bene- 
ficial title and risk of loss.** 


In the absence of modification by 
treaty, foreign corporations fall into 
two categories for United States tax 
purposes: so-called “resident foreign 
corporations,” that is, those engaged 
in trade or business in the United 
States, and so-called ‘“‘nonresident 
foreign corporations,” that is, those not 
so engaged. Resident foreign corpora- 
tions are in general taxable on their 
net income from United States sources 
of all types, in the same manner as 
domestic corporations.**? Nonresident 
foreign corporations are subject to tax 
at a flat rate of 30 per cent on their 
gross “fixed or determinable annual 
or periodical income” from United 
States sources.** This term includes 
such items as dividends, interest, roy- 
alties, and commissions, but does not 
generally embrace capital gains or 
other income from sales of property 
in the United States.* 

“Except (a) interest on bank deposits 
received by persons not engaged in business 
in the United States, Code Sec. 861(a)(1) 
(A); and (b) interest received from domes- 
tic corporations deriving less than 20 per- 
cent of their gross income for a designated 
period from United States sources. Code 
Sec. 861(a)(1)(B). 

“That is, resident alien individuals or 
resident foreign corporations deriving 20 
percent or more of their gross income 
from United States sources, Code Sec. 
861(a)(1)(B). 

* Code Sec. 861(a) (4). 

“See Code Sec. 861(a)(3). 

“Code Sec. 861(a)(6); Reg. Sec. 1.862-1 
(a) (6). 

“Reg. Sec. 
Franz M. Joseph 
“Foreign Sales,” 
Tax Procedures, 
1960). 

“ Code Sec. 882. For exclusion of certain 
types of income, see Code Sec. 883. 

“Code Sec. 881; Reg. Sec. 1.881-2: 

* Reg. Sec. 1.1441-2. The exclusion ap- 
plies to gains from the sale of securities, as 
well as to profits from. the transfer. of 
rights in patents, copyrights and similar 


1.861-7(c). See, generally, 
and Richard U. Koppel, 
Lasser’s Encyclopedia of 
p. 890 (Prentice-Hall, 


property which qualify as “sales”; see, for 
example,. Edward C. Myers, CCH Dec. 
1961 
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Modification by treaty.—Effective 
as of November 10, 1955, the Income 
Tax Convention between the United 
States and the Netherlands was ex- 
tended to the Netherlands Antilles. 
This treaty confers substantial tax 
benefits on Curacao corporations.*? 


The treaty substitutes for the Code 
test of “being engaged in trade or 
business in the United States” the 
narrower concept of being engaged in 
trade or business in the United States 
through a “permanent establishment.” 
In general, the term “permanent es- 
tablishment” means a branch, factory, 
or other fixed place of business.®? The 
maintenance of a place of business in 
the United States for the purchase of 
goods does not in and of itself give 
rise to a permanent establishment, nor 
does a Curacao corporation acquire a 
United States permanent  establish- 
ment solely by reason of the fact that 
it has a domestic subsidiary corpora- 
tion. An agency is not a permanent 
establishment unless the agent has 
and habitually exercises a general au- 
thority to negotiate and conclude con- 
tracts on behalf of the Curacao 
principal or has a stock of merchan- 


(Footnote 49 continued) 

14,992, 6. TC 258 (1946), acq. 1958-2 CB 6; 
Rev. Rul. 58-353, 1958-2 CB 408 (patents); 
and Rev. Rul. 60-226, 1960-25 IRB 8 
(copyrights). 

“The extension was in the form of a 
protocol dated June 15, 1955, which became 
effective upon the exchange of ratifications 
on November 10, 1955. 

“In the context of the treaty, the term 
“corporation” includes corporations, asso- 
ciations, or other organizations or juridical 
entities created in or under the laws of 
Curacao, Treaty, Art, II (1)(d). 

®For construction of the term “perma- 
nent establishment,” see Treaty, Art. II (1). 
(i). See, also, Consolidated Premium Iron 
Ores Limited, CCH Dec. 22,343, 28 TC 127 
(1957), aff’d, 59-1 ustc { 9387, 265 F. 2d 320 
(CA-6); J. C. Lewenhaupt, CCH Dec. 19,606, 
20 TC 151 (1954), aff’d, 55-1 ustc J 9339, 221 
F, 2d 227 (CA-9); de Amodio, CCH Dec. 
24,315, 34 TC —, No. 92 (1960); E. Her- 
bert, CCH Dec. 22,928, 30 TC 26 (1958); 
Frank Handfield, CCH Dec. 20,810, 23 TC 
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dise from. which he regularly fills 
orders on behalf of the principal. Also 
excepted are dealings through bona 
fide commission agents, brokers or 
custodians. acting in the ordinary 
course of their business. On the other 
hand, if a Curacao investment com- 
pany has an agent in the United 
States, who is not within the excepted 
categories and who is given a discre- 
tionary power of attorney to purchase 
and sell securities or commodities on 
behalf of the corporation, the corpo- 
ration may be treated as having a per- 
manent establishment in the United 
States.** Preferably no officer or 
managing-director of a Curacao com- 
pany should be a resident of the 
United States. However, the corpo- 
rate assets may be held partly or 
wholly by banks, brokers, or other 
depositaries in the United States. The 
fact that the corporate books are kept 
in the United States will not in and 
of itself result in a permanent estab- 
lishment here. 


If a Curacao corporation. has a per- 
manent establishment in the United 
States, it is generally subject to the 
same United States tax treatment as 


633 (1955); Rev. Rul. 54-588, 1954-2 CB 
657; Rev. Rul. 55-617, 1955-2 CB 774; Rev. 
Rul. 56-165, 1956-1 CB 849; Rev. Rul. 
56-594, 1956-2 CB 1126; Rev. Rul. 58-63, 
1958-1 CB 624; Rev. Rul. 60-249, 1960-30 
IRB 15. 

*See Rev. Rul. 55-282, 1955-1 CB 634 
(Canadian investment corporation under 
Canadian Treaty). For cases dealing with 
the question whether nonresident aliens 
whose investment in the United States are 
handled by nonbroker United States agents 
with discretionary trading power are “en- 
gaged in trade or business in the United 
States” within the meaning of Code Sec. 
871(c),. compare Fernand C: Adda, CCH 
Dec. 16,482, 10 TC 1291 (1948), aff'd, 49-1 
ustc: 79109, 171 F. 2d 457 (CA-4), cert. 
den., 336 U. S. 952 (1949); Commissioner v. 
Nubar, 51-1 ustc $9111, 185 F. 2d 584 
(CA-4), cert. den., 341 U. S. 925 (1951); 
Chang Hsiao Liang, CCH Dec. 20,917, 23 
TC 1040 (1955); Edward A. Neuman de 
Vegvar, CCH Dec, 22,540, 28 TC 1055 
(1957), acq. 1958-1 CB 4, 
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any other foreign corporation engaged 
in trade or business in the United 
States.** 


However, the taxation of income 
realized by Curacao corporations which 
do not have a permanent United States 
establishment has been changed by 
the treaty in several respects. The 
industrial or commercial profits de- 
rived by such corporations from sources 
within the United States are tax- 
exempt.®® Their dividends from United 
States sources are taxed at the rate 
~ of 15 per cent instead of the normal 
30 per cent.. The tax rate is reduced 
to 5 per cent if the Curacao corpora- 
tion controls at least 95 per cent of the 
voting power. of the United States 
corporation paying the dividends and 
if not more than 25 per cent of the 
United States corporation’s gross in- 
come is derived from dividends or 
interest.** Interest from. United States 
sources on bonds, securities, notes, 
debentures, or other forms of indebt- 
edness. is exempt from United States 
income tax in the hands of a Curacao 
corporation other than one which con- 
trols more than 50 per cent of the 
voting power of the United States 
payor corporation.” Also tax-exempt 


“Thus, it will be subject to tax on its 
industrial or commercial profits from United 
States sources. For purposes of determin- 
ing such profits, dealings between the 
Curacao parent and its United States per- 
manent establishment are treated as if the 
two were independent enterprises dealing at 
arm’s length. Treaty, Art. III (2). Ifa 
Curacao parent, by reason of its control of 
a United States enterprise, imposes condi- 
tions different from those which would re- 
sult from normal business relations between 
independent enterprises, the accounts of the 
two enterprises may be adjusted so as to 
ascertain their true net income; Treaty, Art. 
IV; T. D. 5778, Sec, 7.855. 

* Treaty, Art. III (1). 

“Treaty, Art. VII. However, the reduc- 
tion to 5 percent does not apply if the rela- 
tionship between the two corporations was 
arranged primarily with the intention of 
securing the reduced rate. 
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are royalties from copyrights, patents, 
designs, secret processes and formu- 
lae, trademarks, and other similar 
property, motion picture rentals and 
royalties, and rentals or royalties for 
the use of industrial, commercial or 
scientific equipment. 


Furthermore, under the treaty, divi- 
dends and interest paid by all Curacao 
corporations are exempt from United 
States tax except where the recipient 
is a United States citizen, resident or 
corporation. This exemption applies 
regardless of whether or not the payor 
corporation or the recipients are en- 
gaged in business in the United States 
and regardless of the proportion of 
income derived by the corporation 
from United States sources. 


Like most other tax conventions 
concluded by the United States, the 
Curacao treaty provides for exchange 
of information and cooperation in tax 
collection between the treaty govern- 
ments under certain conditions.” 


Tax on Individuals 


United States citizen or resident 
stockholders of a Curacao corporation 
are subject to United States income 
tax on dividends or interest received 


"Treaty, Art. VIII. The exemption does 
not apply to interest from mortgages secured 
by United States real property. 

® Treaty, Art. LX. 

® Treaty, Art. XII; Compare Code Secs. 
861(a)(1)(B), 861(a)(2)(B), defining divi- 
dend and interest payments of foreign cor- 
porations which in the absence of treaty 
may be partly taxable. 

“Treaty, Arts. XXI, XXII. The treaty 
information system consists partly of in- 
formation automatically exchanged between 
governments. Thus, every United States 
withholding agent paying fixed or deter- 
minable annual or periodical income to 
persons (including corporations) having 
record addresses in Curacao has to file in 
duplicate a supplemental treaty information 
return with the regular withholding tax re- 
turn Form 1042. One copy of this informa- 
tion return is transmitted by the Treasury 
Department to the Curacao tax authorities. 
See T. D. 6153, Sec. 505.209. 
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from such corporation.“ Individual 
stockholders will not be able to claim 
the 4 per cent tax credit or the $50 
exclusion with respect to Curacao 
dividends.*? United States corpora- 
tions owning stock of Curacao corpo- 
rations are not entitled to claim the 
85 per cent deduction on dividends 
received from Curacao.** On the other 
hand, United States parent corpora- 
tions receiving dividends from Curacao 
subsidiaries can claim a proportionate 
credit for Curacao and other foreign 
taxes paid by the subsidiaries. 


As far as United States estate tax 
liability is concerned, stock in a 
Curacao corporation is includable in 
the taxable estate of a deceased United 
States citizen or resident stockholder. 


Nonresident alien stockholders of 
Curacao corporations are, pursuant to 
the tax treaty, exempt from United 
States income tax on dividends or in- 
terest received from Curacao corpora- 
tions, regardless of the amount or 
percentage of income derived by the cor- 
poration from United States sources.” 
It would appear that this exemption 
is equally available to the estate of a 
deceased nonresident alien stockholder 
even if the estate has an American 
representative. The Treasury Depart- 
ment has ruled repeatedly that the tax 
status of the United States represen- 


tative of the estate of a nonresident 
alien decedent is the same as that of 
the decedent. It could also be 
argued that the treaty exemption cov- 
ers dividends paid by Curacao corpo- 
rations to trusts having United States 
citizens or residents as trustees, pro- 
vided the trust income is distributed 
to nonresident alien beneficiaries and 
not accumulated. Presumably, how- 
ever, the Treasury Department would 
contend that testamentary or inter 
vivos trusts with United States citi- 
zen or resident. trustees are to be 
treated as separate domestic taxpay- 
ers,’ that the trustees and not the 
nonresident alien beneficiaries are the 
“recipients” of the dividends, and that, 
therefore, the treaty exemption does 
not apply. Capital gains resulting 
from the sale or exchange abroad of 
Curacao stock are not subject to tax 
in the hands of nonresident alien 
stockholders.* 


Stock in Curacao corporations will 
not, for United States estate tax pur- 
poses, form part of the taxable estate 
of a nonresident alien decedent even 
if the stock certificates are held in 
the United States at the time of 
death. Bonds or debentures of Cur- 
acao corporations, on the other hand, 
will be subject to estate tax if the 





"Distributions in complete liquidation 
and certain distributions in partial liquida- 
tion or redemption will qualify for capital 
gain treatment. See, Code Secs. 331, 346; but 
see Code Sec. 341 (collapsible corporations). 

"The credit and exclusion are confined 
to dividends. received from domestic cor- 
porations, Code Secs. 34(a), 116(a). 

= Code Sec, 243. A partial deduction will 
be allowed for dividends received from 
Curacao corporations, other than foreign 
personal holding companies, engaged in 
business in the United States and deriving 
50 percent or more of their gross income 
from United States sources. Code Sec. 245. 

™ See Code Sec. 902. 

* Treaty, Art. XII. 
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* See I. T. 3100, 1937-2 CB 156; Rev. Rul. 
57-245, 1957-1 CB 286; Rev. Rul. 58-232, 
1958-1 CB 261. 

“See A. R. M. 37, 2 CB 172; Estate of 
A. F. T. Cooper, CCH Dec. 3054, 9 BTA 21 
(1927), acq. VII-1 CB 7. 

“If, however, title to the stock were to 
pass in the United. States by delivery of 
bearer stock certificates or by endorsement 
and delivery of registered stock certificates, 
the gain might constitute income from 
United States. sources, in which case the 
nonresident alien seller would be taxable 
thereon under certain conditions. See Code 
Sec. 871(a)(2) (presence in the United 
States at time of sale or for a period or 
periods aggregating at least 90 days during 
the taxable year). 

* Code Sec. 2104(a). 
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instruments are physically located in 
this country at the time of death.”° 


Tax Dangers 


The transaction of business and the 
holding of property through Curacao 
corporations can be favorable from 
an American tax point of view. These 
tax advantages, however, will disap- 
pear or even turn into tax traps if the 
corporation or its method of operation 
falls into one of the tax avoidance 
categories penalized by the American 
tax law. 


In this connection it is to be noted 
that two recently adopted statutory 
provisions furnish the Treasury De- 
partment with more information con- 
cerning foreign corporations than it 
has hitherto had at its disposal. One 
provision requires each United States 
citizen or resident who was an officer 
or director of a foreign corporation 
at any time within 60 days after its 
organization or reorganization, and 
each United States citizen or resident 
or domestic corporation who or which 
owned 5 per cent or more of the stock 
of a foreign corporation within 60 


* Reg. Sec. 20.2104-1. (a)(3)-(4). See, 
also, Herman A. Holsten, 35 BTA 568 
(1937), aff'd; 93 F. 2d 1002 (CA-8, 1938); 
Estate of Jose M. Tarafa y Armas, 37 BTA 
19 (1938), acq. 1938-1 CB 30. See, gen- 
erally, Franz M. Joseph and Richard U. 
Koppel, “Estates of Aliens,” 2 Lasser’s 
Estate Tax Techniques, p. 1803 (Prentice- 
Hall, 1960). 

™ Code Sec. 6046 (effective 9/14/61), added 
by P. L. 86-780. This provision replaces 
former Code Sec. 6046 which had imposed 
a reporting duty on attorneys, accountants, 
and other persons who aid or advise in the 
organization or reorganization of a foreign 
corporation. 

* Code Sec. 6038 (effective 1/1/61), added 
by P. L. 86-780. The information includes 
a description of the business of the foreign 
subsidiary or subsidiaries,.a balance sheet, 
a profit and loss. statement, . information 
about certain transactions between the for- 
eign subsidiaries and the domestic parent 
or stockholders owning 10 percent or more 
of the’ stock of the domestic parent, and a 
description of the type of stock outstanding 
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days after its creation or reorganiza- 
tion, to file an information return not 
later than 90 days after the organiza- 
tion or reorganization of the foreign 
corporation.’ The other provision 
requires domestic corporations to file 
annual information returns regarding 
their foreign subsidiaries, the penalty 
for failure to furnish such information 
being loss of the credit for foreign 
taxes paid by the foreign subsidiaries.” 


Total or partial disregard of cor- 
porate entity.—W hile the courts have 
acknowledged a taxpayer's right to 
minimize his tax liability by lawful 
means ** and have usually upheld the 
corporate entity,’* they have disre- 
garded it in exceptional cases where 
the corporation was deemed to be a 
mere sham and not to serve any busi- 
ness purpose.”® If, however, a corpo- 
ration transacts its business and 
administers its property in its own 
name, it can generally be assumed that 
the corporation’s existence as a sepa- 
rate taxpayer will be recognized, even 
though it may be wholly owned or 
controlled by one individual and its 
original formation or particular method 


and the major United States stockholders. 
See Reg. Sec. 1.6038-1. 

*See Commissioner v. Tower, 46-1. ustc 
7 9189, 327 U. S. 280; Gregory. v.. Helvering, 
35-1 ustc J 9043, 293 U. S. 465, 469 (“the legal 
right of a taxpayer to decrease the amount of 
what otherwise would be his taxes, or alto- 
gether avoid them, by means which the law 
permits cannot be doubted”). 

* See Moline Properties, Inc. v. U. S.; 43-1 
ustc J 9464, 319 U. S. 436; Consumers Con- 
struction Company v. Commissioner, 38-1 ustc 
7.9120, 94 F. 2d 731 (CA-1), cert. den., 304 
U. S. 577; Railway Express Agency, Inc. v. 
Commissioner, 48-2 ustc § 9342, 169 F. 2d 
193 (CA-2), cert. den., 336 U. S. 944. 

*See Hay v. Commissioner, 44-2 ustc 
79522, 145 F. 2d 1001 (CA-4), cert. den., 
324 U. S. 863; Paymer v. Commissioner, 45-2 
ustc ¥ 9353, 150 F, 2d 334 (CA-2); Advance 
Machinery Exchange, Inc. v. Commissioner, 
52-1 ustc { 66,036, 196 F. 2d 1006 (CA-2), 
cert. den., 344 U. S. 835;. Estate of Emile 
Pfizer, CCH Dec. 13,552(M), 2 TCM 916 
(1943). 
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of operation may have been prompted 
by tax considerations. 


The Internal Revenue Code also 
gives the Treasury Department a 
number of other weapbns for striking 
down tax avoidance arrangements. 
Thus, in the case of organizations 
controlled by the same _ interests, 
whether domestic or foreign, there 
may be a reallocation of gross income, 
deductions, credits and other allow- 
ances if such reallocation is deemed 
necessary in order to prevent tax 
evasion or in order clearly to reflect 
the income of the several taxpayers.” 
Transactions between parent compa- 
nies and subsidiaries or between or- 
ganizations otherwise controlled by 
the same interests should, therefore, 
be realistic and conducted on terms 
comparable to those prevailing be- 
tween unrelated organizations. If 
control is acquired of a corporation 
or of property of a corporation for the 
“principal purpose” of evading or 
avoiding federal income tax by secur- 
ing deductions or other tax benefits 
which the acquirer would not other- 
wise have enjoyed, such tax benefits 
may be disallowed.” 


Collapsible corporations.—U pon the 
sale or exchange of stock in a so-called 
“collapsible corporation,” ** or upon 
the liquidation of such a corporation, 
the stockholder is denied capital gain 
treatment.”® One of the prerequisites 
for a corporation’s being treated as 
collapsible is that it be availed of 
primarily with a view to the sale or 
exchange of its stock, or its liquida- 
tion, by its stockholders “before the 


* Code Sec. 482. 

* Code Sec. 269. 

* That is, a corporation availed of prin- 
cipally for the manufacture, construction or 
production of property, or for the purchase 
of stock in trade or unrealized receivables 
or similar property held for less than three 
years, with a view to the sale or exchange 
of stock or the liquidation of the corporation 
by the stockholders before the realization 
by the corporation of a substantial part of 


Curacao Organizations 


A 


realization by the corporation . . . of 
a substantial part of the taxable in- 
come” to be derived from its property.*° 
While the statute makes no distinction 
between domestic and foreign corpo- 
rations, it may be questioned whether 
a foreign corporation which has no 
income from United States sources 
could ever be classified as collapsible. 
The corporation would have no taxable 
income from its property even if it 
realized all its profits prior to the 
sale, exchange or liquidation of its 
stock by its stockholders. The same 
would hold true of treaty-exempt in- 
come from United States sources, for 
example, interest, royalties and mo- 
tion picture rentals. The statutory 
design of compelling realization of in- 
come by the corporation and taxation 
of the income to it before the stock- 
holders dispose of their stock is, there- 
fore, impossible of attainment in the 
case of a foreign corporation which 
has no taxable income. Assuming the 
validity of the foregoing assumption, 
certain types of Curacao corporations 
would then run no risk of collapsible 
treatment even if all their stockhold- 
ers were United States citizens or 
residents. A Curacao corporation 
formed for the purpose of producing 
a motion picture, for example, would 
have no taxable income if its revenues 
consisted solely of treaty-exempt mo- 
tion picture rentals.*? Even if its stock 
were sold or the company liquidated 
before it realizes any income from the 
picture, its stockholders would not be 
deprived of capital gain treatment. A 
Treasury Department ruling seems to 
bear this out.*? 


the taxable income to be derived from the 
property, and with a view to the realization 
by the stockholders of gain attributable to 
the property. Code Sec. 341(b). 

*® Code Sec. 341(a). 

* Code Sec. 341(b)(1)(A). 

* Provided it has no permanent establish- 
ment in the United States; Treaty, Art. EX. 

* Rev. Rul. 56-104, 1956-1 CB 178. The 
holding of this ruling (which would hardly 

(Continued on following page) 
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Transfers of property.— For tax- 
payers who are subject to tax on capi- 
tal gains it is important to note that 
taxable capital gain may result if ap- 
preciated property is transferred to a 
Curacao corporation in exchange for 
its stock.**. The Code provisions ren- 
dering certain corporate exchanges 
nontaxable. do not apply to transac- 
tions to which. a foreign corporation 
is a party, unless prior to the exchange 
the Treasury Department has ruled it 
not to be in pursuance of a plan 
having federal income tax avoidance 
as one of its principal purposes.** 

Furthermore, transfers of stock or 
securities by domestic taxpayers * to 
a foreign corporation as contributions 
to capital or as paid-in surplus are 
subject to a special excise tax of 27% 
per cent unless prior to the transfer the 
Treasury Department has ruled it not 
to be in pursuance of a plan having 
the avoidance of federal income tax as 
one of its principal purposes.*® 


Corporate accumulations.—The In- 
ternal Revenue Code contains a num- 
ber of punitive provisions designed to 
bring about the distribution of cor- 
porate income to stockholders in cer- 
tain situations. 


(Footnote 82 continued) 

have appeared to require confirmation in 
the light of the statutory language) was 
that a foreign corporation owned by a United 
States citizen, which is operated abroad and 
realizes substantially all of the income from 
its property prior to its liquidation or the 
sale of its stock-is not a collapsible corpora- 
tion.. The ruling went on to state, however, 
that “[t]he mere fact that a. corporation is 
a foreign corporation deriving all of its in- 
come from sources without the United States, 
and therefore has no ‘taxable income’ for 
Federal income tax purposes, does not in 
and of itself cause it to be considered a 
collapsible corporation as defined in Section 
341(b) of the Code.” 

“If the transferor is a nonresident alien, 
no tax consequences will result if the sale 
takes place abroad. 

™* Code Sec. 367. 

“ That is, individual citizens or residents 
of the United States, domestic corporations 
or partnerships, or trusts which are not for- 
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Accumulated earnings tax.—A spe- 
cial tax *? is imposed on the so-called 
“accumulated taxable income” of cor- 
porations.** The tax applies to every 
corporation * formed or availed of for 
the purpose of avoiding the income 
tax with respect to its stockholders 
(or the shareholders of any other cor- 
poration), by permitting its earnings 
to accumulate instead of being dis- 
tributed.*° The criterion is whether 
the earnings and profits of the corpo- 
ration are permitted to accumulate 
beyond the reasonable needs of: the 
business. The Code contains rules 
concerning the manner in which the 
reasonable needs of a business are to 
be determined.** The tax is imposed 
on the accumulated taxable income, 
which is defined as taxable income 
after certain further deductions, for 
example, foreign and domestic income 
taxes, net long-term capital gains, and 
dividends paid or taken by way of 
consent.** There is a statutory mini- 
mum accumulated earnings credit of 
$100,000.°° However, in the case of 
a foreign corporation which files no 
return, accumulated taxable income 
means gross income from United 
States sources without allowance of 


eign trusts. Code Sec. 1491. A “foreign 
trust” is defined as one which would not be 
taxed on the gain from a subsequent sale 
of the property if such sale took place 
abroad. Code Sec. 1493. 

* Code Secs. 1491, 1492. 

™ Taxes 27'%4 percent of accumulated in- 
come up to $100,000, 381% percent of accu- 
mulated income in excess of $100,000. 

™ Code Sec. 531. 

* Other than a personal holding company 
or a foreign personal holding company. 
Code Sec. 532(b). 

* Code Sec. 532. 

™ Code Secs. 533, 534, 537. The fact that 
a corporation is a mere holding or invest- 
ment company is deemed to be prima-facie 
evidence of a purpose to avoid income tax 
with respect to its stockholders. Code Sec. 
533(b). 

"Code Sec. 535. For consent dividends 
see discussion in text on personal holding 
companies. 

* Code Sec. 535(c). 
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any deductions or of the accumulated 
earnings credit.®* 


A foreign corporation which has no 
income from United States sources 
cannot become subject to accumulated 
earnings tax since that tax is imposed 
only on accumulated taxable income 
and since foreign corporations are not 
taxable on foreign-source income.” If 
the foreign corporation derives income 
from United States sources, the ap- 
plicability of the tax depends, in some 
cases, upon the percentage of its 
United States income, and in others 
upon the tax status of its stockhold- 
ers.°° Assuming a corporation the 
stock of which is wholly owned by 
nonresident aliens *’ and which derives 
less than 50 per cent of its total gross 
income from United States sources, 
no accumulated earnings tax liability 
could arise since dividends paid by 
the corporation would not constitute 
taxable income in the hands of its 
nonresident alien stockholders.** Ac- 
cumulations by such a corporation 
could not, therefore, have the purpose 
of avoiding income tax with respect to 
its stockholders. If, on the other 
hand, the corporation’s income from 
United States sources equals or ex- 
ceeds 50 per cent of its total gross 
income, the accumulated earnings tax 
is not excluded since dividends paid 
by the corporation would, in part, 
constitute income from United States 
sources. A foreign corporation which 
has one or more United States citizens 
or residents as stockholders may be- 
come subject to the accumulated earn- 
ings tax even if its income from 
United States sources is very small. 
However, the tax would be confined 
to income from United States sources. 

In the case of a Curacao corpora- 
tion the possible applicability of the 


accumulated earnings tax would seem 
to be considerably more limited. If 
all the stockholders of the Curacao 
corporation are nonresident aliens or 
foreign corporations, dividends paid 
by the corporation will, by treaty, be 
tax-exempt in the hands of the stock- 
holders even if the corporation derives 
its entire income from United States 
sources.** Since the purpose of the 
statute is to prevent corporate 
cumulations which would enable stock- 
holders to avoid their individual 
income tax liability, such a Curacao 
corporation cannot fall within that 
statutory objective. It would, there- 
fore, appear not to be subject to the 
accumulated earnings tax provisions. 
Even if the corporation has United 
States citizen or resident stockholders 
so that this rationale does not hold 
true, the Curacao tax treaty may mod- 
ify the applicability of the accumulated 
earnings tax. As previously men- 
tioned, the tax is limited to accumu- 
lated taxable income of the corporation. 
Income exempt by treaty does not form 
part of taxable income.’ It would 
follow that if a Curacao corporation 
with no permanent establishment in 
the United States receives interest or 
royalties from United States sources, 
these treaty-exempt classes of income 
would not be includable in the taxable 
base for accumulated earnings tax 
purposes. 


ac- 


Personal holding company taxation. 

Corporations which qualify as “per- 
sonal holding companies” are subject 
to a 75 to 85 per cent surtax on their 
so-called “undistributed personal hold- 
ing company income.” ?* 

A personal holding company is a 
corporation which fulfills two require- 
ments for a given taxable year: (a) 





“ Code Sec. 1.535-1(b). 

® See Code Sec. 882(b). 

* See Reg. Sec. 1.532-1(c). 

"Or by one or several foreign corpora- 
tions all of whose stock is owned by non- 
resident aliens. 
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* See Code Sec. 861(a)(2)(B). 
* Treaty, Art. XII. 

See Code Sec. 894. 

™ Code Sec. 541. 
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at least 80 per cent of its gross in- 
come must be “personal holding com- 
pany income’; and (b) more than 
50 per cent of its outstanding stock 
must be owned, directly or indirectly, 
by or for not more than five individ- 
uals." For purposes of determining 
whether the stock ownership require- 
ments aré. met, the statute contains 
certain attribution rules.’ Thus, 
stock owned directly or indirectly by 
or for a corporation, partnership, 
estate or trust is deemed owned pro- 
portionately by the stockholders, part- 
ners or beneficiaries.°% An individual 
is treated as the owner of stock owned 
directly or indirectly. by or for his 
family or his partners.’ | A corpora- 
tion, the. stock of which is owned in 
approximately equal shares by at least 
ten “unrelated” individuals, cannot be 
a personal holding company. 


The term “personal holding _com- 
pany income’”’ includes the following : ?° 
dividends, interest. ‘and royalties (other 
than certain mineral, oil or gas or 
copyright. royalties) ; gains from the 
sale or exchange of securities; gains 
from commodities transactions; imn- 


come from certain personal service 
contracts ; **’ amounts received as com- 
pensation for the right to use cor- 
porate property, if the user owns 25 
per cent or more of the capital stock 
of the corporation and certain other 
conditions are met;** rents, unless 
they constitute 50 per cent or more of 
the corporation’s gross income; min- 
eral, oil or gas royalties, unless they 
constitute 50 per cent or more of gross 
income and certain other conditions 
are met; *” copyright royalties, unless 
they constitute 50 per cent or more 
of gross income and certain conditions 
are met.’*” 

Business income of all kinds, such 
as profits from sales of merchandise, 
commission income and income from 
services, for example, engineering 
services, is not personal holding com- 
pany. income.""' While “royalties” 
are within the personal holding com- 
pany income category, that term does 
not embrace profits from the disposi- 
tion of patents or copyrights which 
qualify as sales."* Furthermore, a 
corporation. deriving 50 per cent or 
more of its total gross income from 





Code Sec. 542. 

* Code Sec. 544. 

™ The term “beneficiaries” in this connec- 
tion has been held to mean the persons en- 
titled to present interests in the trust rather 
than the persons entitled to remainder in- 
terests; Steuben Securities Corporation, CCH 
Dec: 12,932, 1 TC 395 (1943). Quaere, who 
will be considered as the owner of .a so- 
called discretionary. or sprinkling trust, where 
income and/or principal distributions are in 
the complete discretion of. the trustee: and 
no beneficiary can be said to have an ascer- 
tainable interest. See Rev. Rul. 58-325, 
1958-1 CB 212 (dealing, in part, with accu- 
mulation trusts). 

™ The term “family” includes only brothers 
and sisters (by tthe whole. or half-blood), 
spouses, ancestors; and lineal descendants. 
Code Sec. 544(a) (2). 

** See Code Sec. 543. 

“ That is, amounts received under a con- 
tract for personal services. if some person 
other than the corporation has the right to 
designate the individual who is to perform 
the services, or the individual is designated 
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by contract, and if such individual owns 
directly or indirectly 25 percent or more of 
the stock of the corporation during the tax- 
able year. Code Sec. 543(a)(5). 

* If the corporation has other personal 
holding company income in excess of 10 
percent of its gross income. Code Sec. 543 
(a)(6). 

™ See Code Sec. 543(a) (8). 

"See Code Sec. 543(a)(9). This section 
was added by P. L. 86-435, effective 1/1/60. 
The exception is of limited scope. It was 
designed to exclude the possibility of music 
publishing firms; deriving some of their 
income from song copyrights, being treated 
as personal holding companies. 

™ See Portable Industries, Inc., CCH Dec. 
21,100, 24 TC 571 (1955), acq. 1952-2 CB 8. 
This does not cover income for certain 
stockholders’ services specifically included 
in personal holding company income under 
Code Sec. 543(a) (5). 

™ See Elrod Slug Casting Machine Com- 
pany, CCH Dec. 16,313(M), 7 TCM. 157 
(1948). 
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rents, will not be a personal holding 
company. The term “rent” means 
compensation, however designated, 
for the use of, or right to use, prop- 
erty,’’® including the right to exhibit 
motion pictures.*** As _ mentioned 
above, mineral, oil, gas and copyright 
royalties representing 50 per cent or 
more of total gross income do not con- 
stitute personal holding company in- 
come under certain conditions. 

A corporation which fulfills both 
the stock ownership and the income 
conditions of the personal holding 
company statute becomes subject to 
personal holding company tax on its 
“undistributed personal holding com- 
pany income.” That term means the 
taxable, that is, net, income of the 
corporation with certain adjustments 
and after deduction of dividends paid.'** 
Among the additional adjustments are 
federal and foreign income taxes and 
net long-term capital gains.1* The 
deduction for dividends paid includes 
dividends actually paid,’'’ so-called 
“consent dividends,” *** and so-called 
“deficiency dividends.” Consent 
dividends are fictitious dividends. 
Stockholders may file instruments con- 
senting to be treated as if they had 
received all or a part of the corpora- 
tion’s income. The corporation may 





™ Code Sec. 543(a)(7); Reg. Sec. 1.543-1 
(b)(10). Rent paid by certain major stock- 
holders, however, does not qualify for the 
exception. See Code Sec. 543(a) (6). 

™ Rev. Rul. 54-284, 1954-2 CB 275; see, 
Committee Report on P. L. 86-435 
which added Code Sec. 543(a)(9) covering 
certain copyright royalties. The committee 
report referred. to “amounts which have 
long been interpreted as being rents, such 
as motion-picture films or television films 
(including electrically recorded on 
tape)” and confirmed that. the amendment 
of the statute was not intended to change 
the old classification. 

™ Code Sec. 545. 

™ Code Sec. 545(b) (1), (5). 

“That is, dividends actually paid during 
the taxable year and dividends paid during 
the 244 months immediately following the 
close of the taxable year, provided such 
additional dividends do not exceed 10 per- 


alse , 


those 
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then deduct such consent distributions 
for personal holding company tax 
purposes. 

The statute excepts a foreign cor- 
poration from the personal holding 
company classification if its income 
from United States sources consti- 
tutes less than 50 per cent of its total 
gross income and if all of its out- 
standing stock is owned directly or 
indirectly by nonresident alien indi- 
viduals.**° Other foreign corporations, 
however, can become subject to per- 
sonal holding company taxation.**? 
Only their income from United States 
sources is taken into account for per- 
sonal holding company tax purposes.'** 
Even though a corporation is not en- 
gaged in trade or business in the 
United States, its personal holding 
company income will include United 
States income of all types, not merely 
fixed or determinable annual or peri- 
odical income.’** The disregard of 
foreign income for. personal holding 
company tax purposes is not neces- 
sarily advantageous. A corporation 
which derives the bulk of its revenues 
from business activities abroad, but 
which receives dividends from United 
States sources, may be a personal 
holding company although its Amer- 
ican personal holding company income 
cent of the total dividends paid during the 
taxable year. See Code 561(a)(1), 
563(b). Excess dividend distributions may 
be carried forward into the next year. See 
Code Secs. 561(a)(3), 564. 

™’ Code Sec. 565. 

™ That is, dividends for personal holding 
company tax deficiencies assessed, provided 
the deficiencies were not due to fraud or 
willful failure to file a return, and provided 
the deficiency dividend is claimed in the 
manner and at the time prescribed by statute 
Code See. 547. 

™ Code Sec. 542(c) (10). 

™1 See Fides A. G. v. Commissioner, 43-2 
ustc § 9574, 137 F. 2d 731 (CA-4), cert. der., 
320 U. S. 797. 

™ Reg. Sec. 1.541-1(b). See, also, Code 
Sec. 545(a), defining undistributed personal 
holding company income‘as “taxable income.” 


™ Reg. Sec. 1.541-1(b). 


Secs. 
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is negligible in comparison with its 
over-all income.*** 


Curacao corporations as such are 
not exempt from personal holding 
company taxation.” A recent ruling 
dealing with Netherlands corporations 
has expressly confirmed the Treasury 
Department’s position on this point.?** 
The ruling states that a Netherlands 
corporation (that is, also a Curacao 
corporation) which derives 50 per cent 
or more of its income from United 
States sources and which otherwise 
fulfills the stock ownership and per- 
sonal..holding company income re- 
quirements is a -personal holding 
company even though all of its stock- 
holders are nonresident aliens. . The 
ruling, however, makes it clear ‘that 
the corporation will receive a deduc- 
tion for dividends. paid (or taken in 
the form of consent dividends) despite 
the fact that the: dividends are by 
treaty tax-exempt in the hands of 


™ See Porto Rico Coal Company v. Com- 
missioner, 42-1 ustc § 9315, 126 F. 2d 212 
(CA-2). 

** Article XIII of the Convention with 
The Netherlands which would have granted 
Curacao corporations exemption from per- 
sonal holding company taxation and accu- 
mulated earnings tax was not ratified by the 
United States. 

It might be argued that United States in- 
come exempt under the Curacao Treaty 
(for-example, royalties and, interest) should 
not be taken into consideration for purposes 
of computing personal holding company tax 
liability since that liability is: defined in terms 
of “taxable income” (Code Sec: 545(a)), 
while the Code provides that income exempt 
by treaty shall not. be included in gross 
income. Code Sec. 894. However, the Treas- 
ury Department would probably not go 
along with this argument. See Rev. Rul. 
60-34, at footnote 126. 

*° Rev. Rul. 60-34, 1960-1 CB 203: Reg. 
Sec. 1:6012-2(g)(1)(i). 

™ If the corporation derives income partly 
from United States sources (which is tax- 
able) and partly from foreign sources (which 
is nontaxable), the question may arise whether 
a dividend equal: to the undistributed per- 
sonal holding company ‘income (that is, 
equal to the net taxable United States in- 
come after deduction of taxes.and long-term 
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nonresident alien stockholders. <A 
Curacao personal holding company 
having only nonresident alien stock- 
holders can, therefore, avoid personal 
holding company tax liability by dis- 
tributing the necessary dividends, 
without creating any tax liability for 
its stockholders.*** 


A Curacao corporation which meets 
the statutory test of a personal hold- 
ing company must file an income tax 
return and a personal holding company 
tax schedule (Form P. H. 1120) even 
though it is not engaged in business 
in the United States and its regular 
United States income tax liability is 
fully satisfied by withholding at the 
source.'*® The consequences of failure 
to file the return and personal hold- 
ing company schedule are varied and 
can be drastic. Aside from possible 
criminal penalties for “willful failure” 
to file a return or to supply informa- 
tion required under the Code or Regu- 


capital gains) will be sufficient. The Treas- 
ury Department might take the position 
that part of the dividend should be allocated 
to the foreign-source income, in which case 
less than the entire dividend would be allow- 
able as a deduction for persona! holding 
company tax purposes. It might, therefore, 
be advisable to distribute out of surplus a 
dividend larger than the undistributed per- 
sonal holding company income. Following 
the allocation formula under Code Sec. 861 
(b), the actual dividend paid should then 
be sufficiently large so that, if it were allo- 
cated in the ratio of taxable income to over- 
all income, an amount at least equal to 
undistributed personal holding company in- 
come would result. 

*8 Rev. Rul. 60-34, 1960-1 CB 203; Reg. 
Sec. 1.6012-2(g)(1)(i); see also Instructions 
to Forms 1120 and 1120NB. 

The consent form (Form 972) which has 
to. be filed by stockholders claiming consent 
dividends contains a statement to the effect 
that a stockholder who is a nonresident 
alien consents to the inclusion of the divi- 
dend in his gross income. Stockholders of 
Curacao corporations would have to file 
consents appropriately modified by a refer- 
ence to nontaxability under Treaty Article 
XII. United States citizen or resident stock- 
holders would, of course, be subject to tax 
on Curacao dividends. 
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lations,’*® the statute of limitations for 
assessment of personal holding com- 
pany tax liability is extended to six 
years if a personal holding company 
fails to file with its return a schedule 
setting forth its gross personal hold- 
ing company income and the names 
and addresses of the individuals who 
owned,within the meaning of the stock 
ownership rules of the personal hold- 
ing company statute, more than 50 
per cent of the outstanding capital 
stock of the corporation at any time 
during the last half of the taxable 
year.’*° If no tax return or a false 
or fraudulent return is filed, the stat- 
ute of limitations does not commence 
to run.**? 


However, there are also more direct 
disadvantages flowing from a failure 
to file the necessary tax return and 
schedule. The Treasury Regulations 
provide that in the case of a foreign 
corporation which files no return, un- 
distributed personal holding company 
income is to be computed on the basis 
of “gross income from sources within 
the United States without allowance 
of any deductions.” *** This disallow- 
ance of deductions would apparently 
also apply to the deduction for divi- 
dends actually paid.*** In any event, 
consent dividends would not be de- 
ductible since the statute provides 
that the appropriate consents must be 


* Code Sec. 7203. 

* Code Sec. 6501(f). 

™ Code Sec. 6501(c). 

™ Reg. Sec. 1.545-1(b); see, also, Code 
Sec. 882(c)(1) (stating that a foreign cor- 
poration shall receive the benefit of the 
deductions allowed to it by the Code “only 
by filing a true and accurate return of its 
total income received from all sources in 
the United States including therein 
all the information which the [Treasury De- 
partment] may deem necessary for the cal- 
culation of such deductions”). 

%3 See Rev. Rul. 60-34, at footnote 128; 
Reg. Sec. 1.6012-2(g)(1)(i). The Treasury 
Department’s comment on H. R. 5 (Foreign 
Investment Tax Act of 1959) clearly indi- 
cates the Treasury’s position. The Treasury 
stated: “Under section 882 of the existing 
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filed “with the return” of the corpora- 
tion.** Furthermore, the corporation 
could not avail itself of the privilege 
of deducting additional dividends paid 
within 2%4 months after the close of 
the taxable year, since for this. pur- 
pose it must make a corresponding 
election “in its return for the taxable 
year.” 7°° Finally, should personal 
holding company tax liability ulti- 
mately be asserted and should there 
be undistributed personal holding 
company income, the corporation might 
not be able to claim a deduction for 
“deficiency dividends” since one con- 
dition for their allowance is that no 
part of the deficiency be due to fraud 
or willful failure to file a return.?** 

The Treasury Department has 
clearly stated its position concerning 
the necessity for Curacao personal 
holding companies to file tax returns 
and personal holding company sched- 
ules,1** The courts have been unsympa- 
thetic towards foreign corporations 
which were personal holding com- 
panies and which pleaded ignorance 
or doubt as to the law as their excuse 
for failure to file returns.'** 


Foreign stockholders of a Curacao 
holding company may be reluctant 
for a number of reasons to disclose 
their identities. The statute and the 
personal holding company schedule, 
however, require the listing of the 





law a foreign personal holding company 
which fails to file a return is, in computing 
its undistributed personal holding company 
income, denied all deductions allowed in 
Subtitle A, including the deduction for divi- 
dends paid.” It recommended that this situa- 
tion be remedied. See CCH StaAnparp Fep- 
ERAL TAX Reporter, 1959, Vol. 6, par. 6469. 

™ Code Sec. 565(a). 

* Code Sec. 563(b). 

*° Code Sec. 547(g). 

* See Rev. Rul. 60-34, cited at footnote 
126. 

** See, for example, case cited at footnote 
121; See, also, case cited at footnote 124; 
Dwinnell & Company, CCH Dec. 24,037, 33 
TC 827 (1960). 
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names and addresses of the individual 
stockholders who. own more than 50 
per cent of the stock of the corpora- 
tion. If the stock of the Curacao 
corporation is issued in bearer form, 
the managers of the corporation may 
not know who the true. owners are, 
but it would appear’to be their. duty 
to make the necessary inquiries.**° 
The Treasury .Department may also 
independently attempt to obtain such 
information.’*!” Interposing another 
foreign corporation as the stockholder 
of the Curacao personal holding :com- 
pany would not necessarily solve the 
problem. of disclosure.*** Moreover, 
the second corporation, in turn, may 
be a personal holding company, there- 
by compounding the problem.** . If 
the stock of the Curacao corporation 
were held by the trustee of an accumu- 
lation trust, disclosure of the trustee’s 
name and address would appear to 
constitute compliance in any year in 
which the trust accumulates and does 
not. distribute its income. 





Since a Curacao corporation wholly 
owned by nonresident aliens and de- 
riving less than 50 per cent of its total 
gross income from United States 
sources is not a personal holding com- 
pany, the above return and informa- 
tion requirements do not apply to it. 


Foreign personal holding company 
taxation.—A Curacao corporation with 
United States citizen or resident stock- 
holders will be a so-called “foreign 
personal holding company” if it ful- 
fills the statutory requirements. They 
are: (a) that at least 60 per cent, or 
in some cases 50 per cent, of the cor- 
poration’s gross. income constitute 
“foreign personal holding company in- 
come,” and (b) that more than 50 per 
cent in value of its outstanding stock 
be owned directly or indirectly by or 
for not more than five individual 
United States citizens or residents. 
The stock ownership attribution rules 
are the same as those applicable to 
personal holding companies.'* A cor- 





™® See footnote 130. A statemént on the 
personal-holding-company-tax schedule that 
the stockholders in question are “nonresi- 
dent aliens” would ‘not comply with these 
requirements.. The return in that event might 
be held not to be a. “true and accurate 
return.” 

™ See Coshocton Securities Company, CCH 
Dec. 21,884, 26.TC 935 (1956). 

™ See Art. XXI of the United 
Netherlands Antilles Income Tax Conven- 
tion which provides for exchange . of 
information between the treaty governments. 
However, since the tax authorities need only 
give such information:as is “in proper order 
at their disposal,” that is, which they can 
obtain under their own laws, it is doubtful 
whether the Netherlands Antilles tax au- 
thorities could obtain more information than 
is available to the managers of the corporation. 

™ The Treasury. Department. may: have 
difficulty in obtaining information from cor- 
porations with offices abroad. However, it 
would have a number of weapons ‘which 
would indirectly compel disclosure, for .ex- 
ample, by assessing personal holding com- 
pany tax deficiencies on the first corporation, 
by way of jeopardy. assessment or other- 
wise. -If bearer stock of a Curacao holding 
corporation is held by a foreign ‘bank or 
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similar. organization .which, because of its 
banking secret refuses to disclose the names 
and addresses of the parties for whom it is 
holding the stock, the Treasury Department 
might again compel compliance by making 
assessments. 

“Tf the second corporation is not a 
Curacao corporation, and if the Curacao 
corporation derives 50 percent or more of 
its gross income from United States sources, 
then the dividends distributed by the second 
foreign corporation would be taxable in part 
to the nonresident alien stockholder since 
they would constitute income from. United 
States sources to’ some extent, Art. XII of 
the Income Tax Convention which states 
that dividends paid. by a Curacao corpora- 
tion to nonresident aliens or foreign cor- 
porations are tax-exempt would not apply 
to this situation, If the entity holding stock 
of the Curacao corporation is a foundation 
it will probably be treated as a corporation. 
See Aramo-Stiftung v. Commissioner, 49-1 
ustc J 9205, 172 F. 2d 896 (CA-2). 

™ Code Sec. 552(a). The gross income 
requirement is 50 percent instead of 60 per- 
cent for any year subsequent to the first 
year when the corporation qualified as a 
foreign personal holding company. 

*® Code Sec. 554. 
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poration which fulfills the conditions 
of both a foreign personal holding 
company and a personal holding com- 
pany will be treated as a foreign per- 
sonal holding company.'*® 

“Foreign personal holding company 
income” includes basically the same 
types of income as are specified for 
“personal holding company income.” **7 
Business profits, therefore, are ex- 
cluded as is rent if it constitutes 50 
per cent or more of total gross income. 
Foreign personal holding company 
income, however, is not limited to in- 
come from United States sources. It 
is computed as if the foreign corpora- 
tion were a domestic corporation 
which is a personal holding company.'** 
Foreign-source income is, therefore, 
includable. 

No separate surtax is imposed on 
foreign personal holding companies. 
Their so-called “undistributed foreign 
personal holding company income” is 
taxed to their United States citizen 
or resident stockholders, including 
domestic corporations and domestic 
estates or trusts, as if it had been dis- 
tributed as a dividend on the last day 
of the corporation’s taxable year.'* 
For the computation of undistributed 
foreign personal holding company in- 





™® Code Sec. 542(c)(5). 

™ Code Sec. 553. All royalties, including 
mineral, oil, gas, and copyright royalties 
are included in “foreign personal holding 
company income” without the exceptions 
contained in the personal holding company 
sections. The same applies to interest (for 
personal holding company tax purposes 
certain types of interest on indebtedness 
attributable to real property sales are treated 
as rent). See Code Sec. 543(a)(7). 

“Code Sec. Reg. Sec. 
Thus, it would appear that treaty exemp- 
tions will not affect the determination. of 
foreign personal holding company income. 

™’ Code Sec. 551(a), (b). Such domestic 
stockholders must then include in their tax- 
able income an amount which bears the 
same ratio to the undistributed foreign per- 
sonal holding company income for the tax- 
able year of the corporation as the portion 
of such taxable vear bears to the stock- 
holders’ entire taxable year 


555(a); 1.555-1. 
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come, additional deductions similar 
to the personal holding company ad- 
justments are allowed, for example, a 
deduction for federal and foreign in- 
come taxes.**® There is no deduction 
for long-term capital gains. 


For purposes of taxing undistrib- 
uted foreign personal holding company 
income to United States stockholders, 
the stock attribution rules do not ap- 
ply. In other words, if stock in a 
foreign personal holding company is 
owned by a domestic corporation, that 
corporation and not its stockholders 
will be taxed. The same applies to 
domestic trusts and estates. It is 
noteworthy, however, that a foreign 
trust which is a stockholder of a for- 
eign personal holding company will 
not be taxed on its pro rata share of 
undistributed foreign personal holding 
company income.**' The same applies 
to nonresident alien individual stock- 
holders of a foreign personal holding 
company.**? Imposition of foreign 
personal holding company tax liability 
will not be avoided by vesting stock 
ownership in another foreign personal 
holding company or in a series of for- 
eign personal holding companies. The 
undistributed income in that case will 
be taxed through to the source.’®** 





* Code Sec. 556(b). 

™ The statute refers to trusts “the gross 
income of which includes. only income from 
sources within the United States.” See Code 
Sec. 55l1(a). As long as the trust is treated 
as a nonresident alien taxpayer, the fact that 
the grantor or beneficiaries are United States 
citizens or residents would appear to be 
irrelevant for foreign personal holding com- 
pany purposes. Quaere whether this applies 
only to a foreign accumulation trust or also 
to one which distributes its income to do- 
mestic beneficiaries. 

™ However, since the stock attribution 
rules apply for purposes of determining 
whether ownership by the requisite percent- 
age of United States citizens or residents is 
present, stock of a nonresident alien spouse 
may be attributed to a resident alien or 
citizen spouse. 

*8 See Code Sec. 555(b), (c). 
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PLANNING USE 
OF CURACAO ORGANIZATIONS 


American citizens, residents and 
domestic corporations, as well as non- 
resident alien individuals and foreign 
corporations may find the use of 
Curacao organizations advantageous. 
In each situation the respective bene- 
fits and disadvantages will have to 
be analyzed. While a taxpayer may 
properly take tax aspects into account 
in planning his operations, tax advan- 
tages should never be the sole cri- 
terion. Economic and psychological 
factors, the desire to avoid currency 
restrictions or freezing or vesting 
measures in case of international con- 
flicts, fear of nationalization or ex- 
propriation, and various other con- 
siderations will figure: more or less 
prominently in the planner’s mind.*™ 


One other observation may be ap- 
propriate at this point. Inherent in 
the corporate concept is the fact that 
stock of a corporation must be owned 
by someone. For this reason a Curacao 
corporation might not, for example, 
recommend itself to foreigners, who 
because of their domicile or nationality 
prefer not to have their identity re- 
vealed or who wish to shield them- 
selves against the possibility of being 
compelled directly or indirectly to 
repatriate their foreign holdings to 
their home countries. Furthermore, 
having assets held by a Curacao cor- 
poration may not. provide complete 
protection against blocking or vesting 
measures of the type adopted by the 
United States Government in World 
War II. For persons who wish to 
safeguard their assets against these 
contingencies, a discretionary or sprink- 
ling trust may be indicated. This 
type of trust offers a maximum degree 
of flexibility and can be adapted to 
most. needs.*** 


*4* See Franz M. Joseph, “Organizing In- 
ternational Businesses,” 30 Taxes—The Tax 
Magazine 720 (1952). 
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It will have to be decided from 
case to case whether stock of a Cur- 
acao organization should be owned by 
individuals, by trustees, or by other 
corporations. For example, if the 
foreign activities of a United States 
business enterprise are to be handled 
through a Curacao corporation, it may in 
some circumstances be more beneficial to 
have the Curacao entity set up as a sub- 
sidiary of the domestic parent corpora- 
tion, while in others, ownership by the 
stockholders of the domestic parent com- 
pany may prove more advantageous. 


Commercial Companies 


As previously explained, Curacao 
grants preferential tax treatment for 
a variety of commercial activities. Even 
in situations where no special tax 
benefits are available and the full 
Curacao tax rate (24 per cent or a 
maximum of 30 per cent) is applicable, 
however, a Curacao organization may 
prove interesting from an American 
tax point of view. American individ- 
uals or corporations rendering services 
or selling merchandise abroad may 
find a Curacao organization useful for 
such activities. Foreign business en- 
terprises, particularly those in countries 
with which the United States has not 
entered into a tax convention, might 
well give consideration to using a 
Curacao organization to render serv- 
ices for, or sell merchandise to, cus- 
tomers in the United States. 


If a Curacao entity does not have a 
permanent establishment in the United 
States, its commercial or industrial 
profits from United States sources 
will be tax-exempt, while in case of a 
permanent United States establish- 
ment, income from foreign sources 
will not be subject to United States 
tax. - Personal or foreign. personal 
holding company problems do not 
arise with respect to income from busi- 


*° See Franz M. Joseph, “Discretionary 
Trusts,” 90 Trusts and Estates 360-400, 476- 
478 (1951). 
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ness operations. The accumulated 
earnings tax will not generally present 
serious problems, in view of the vari- 
ous factors previously discussed. 


A Curacao corporation may be used 
as a holding organization in the literal 
sense of the word. For example, it 
could own real property or an art col- 
lection, or it could be vested with 
patents, secret processes or franchises. 
It could also function as a so-called base 
company. Instead of conducting its 
own commercial operations it: would 
then hold the stock of other companies 
doing business in. foreign countries. 
In most cases the base company’s in- 
come will. consist of dividends re- 
ceived from the foreign subsidiaries. 
Such dividends will not be subject to 
United States income tax while, for 
Curacao tax purposes, they will. be 
taxed at one tenth of the regular rates, 
that is, from 2.4 per cent to 3 per cent. 
The Curacao base company could 
serve the needs of a domestic parent 
company in various ways. — Profits 
realized by subsidiaries in. foreign 
countries could be collected and ac- 
cumulated by it. They could then be 
employed for financing other subsidi- 
ary operations or other foreign trans- 
actions of the parent enterprise. 


It was explained earlier that Ameri- 
can dividends received by a Curacao 


company having no permanent estab- 
lishment in the United States will be 
subject to United States tax at the 
reduced rate of 15 per cent while 
American interest will be tax-exempt.*** 
Like any other nonresident. foreign 
corporation, a Curacao entity is not 
subject to tax on capital gains. In- 
come from foreign sources will, of 
course, be exempt from United States 
tax. The Curacao tax on investment 
income will range from 2.4 per cent 
to a maximum of 3 per cent, capital 
gains being tax-exempt. Profits. of 
the Curacao corporation can be dis- 
tributed tax free to nonresident alien 
or foreign corporate stockholders. 


It should be borne in mind, how- 
ever, that the treaty benefits granted 
to Curacao corporations apply only to 
income derived from property owned 
by the corporation itself. If, for ex- 
ample, the corporation were to hold 
and administer United States securi- 
ties for others, it would be acting 
merely as custodian. The income 
from such securities would not be en- 
titled to the reduced rates or exemp- 
tions granted by the treaty.*** 


The stock of a Curacao invéstment 
company may be owned by one stock- 
holder or by a small or large group. 
It may be widely held so that the 
corporation becomes, in effect, a mu- 





*° If the securities weré held directly by a 
nonresident alien, he would be subject to 
United States tax on all United States divi- 
dends and interest at a minimum rate of 
30 percent of gross income and, if the in- 
come is in excess of $15,400, at the progres- 
sive rates applicable to domestic taxpayers. 
See Code Sec. 871(a)(b). Moreover, he 
would be taxable on capital gains from 
United States sources under certain. condi- 
tions. See Code Sec. 871(a)(2), If engaged 
in business in the United States he would be 
subject to tax on his entire income from 
United States sources at the same progres- 
sive rates as domestic taxpayers. See Code 
Sec. 871(c). Stock in. American corpora- 
tions, no matter where located, and domes- 
tic or foreign bonds physically he'd in the 
United States would be subject to. United 
States estate tax if owned by a nonresident 


Curacao Organizations 


alien decedent, while: stock in a Curacao 
corporation holding American assets would 
not be. 

** If United States payors withhold tax at 
the treaty rate of 15 percent on dividends of 
this type, the Curacao corporation must 
withhold the additional 15 percent. and remit 
it to the Curacao tax authorities. T. D. 
6153, Sec. 505.203. In the case of coupon 
bond interest the Curacao corporation must 
file. an’ ownership certificate (Form 1001- 
NA) each time a coupon is presented for 
payment, while in the case of noncoupon 
bond interest it must file a letter of notifica- 
tion setting forth the beneficial ownership. 
T. D. 6153, Sec. 505.204. Income on assets 
held by the Curacao corporation as cus- 
todian will not be subject to. Curacao tax 
unless the real owners are Curacao corpora- 
tions or residents. 
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tual investment fund. The nature of 
the company’s operations and invest- 
ments will depend, in part, upon the 
tax status of the stockholders. Thus, 
an investment company or fund wholly 
owned.by nonresident aliens or foreign 
corporations might invest primarily 
in United States securities and obtain 
the treaty benefits without ultimate 
tax liability to its stockholders. A 
Curacao corporation might also, for 
example, invest all its funds in the 
debentures of one American corpora- 
tion and then sell its stock to nonresi- 
dent aliens who would thus indirectly 
own the American debentures, the in- 
terest thereon being tax-exempt. The 
investment activities of a Curacao 
company with United States stock- 
holders would normally center around 
foreign securities, the income from 
which would not be subject to United 
States tax in the hands of the corpo- 
ration. In some situations investment 
in United States securities might prove 
interesting even for funds with Ameri- 
can stockholders, for example, if the 
corporate income could be accumu- 
lated without risk of surtax so that 
the stockholders. could ultimately dis- 
pose of their stock at capital gain 
rates.*** 


Normally, Curacao companies are 
financed through capital contributions. 
They could, however, also. borrow 
funds and issue debentures or partici- 
pation certificates. While under Cur- 
acao law a corporation cannot issue 
nonvoting stock, participation certifi- 





** Such funds could not qualify as so-called 
“regulated investment companies” since that 
term applies only to domestic corporations. 
See Code Sec. 85l1(a). If a Curacao fund 
makes a public offering in the United States, 
it may become subject to SEC regulation. 
See Investment Company .Act of 1940, 54 
Stat. 789, 15 USC 80. 

*” Under certain conditions participation 
certificates or participating debentures might 
qualify as stock for personal holding com- 
pany tax purposes. Compare Washmont Cor- 
poration v. Hendrickson, 43-2 ustc § 9556, 137 
F. 2d 306 (CA-9). 
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cates can be so conditioned as to make 
the rights of the certificate holder akin 
to those of a nonvoting stockholder 
rather than an ordinary creditor.’ 
Thus, instead of providing for a fixed 
rate of interest, the certificates could 
confer the right to share in the profits 
of the corporation. 


The tax picture of a Curacao company 
deriving royalty-type income is similar 
to that of an investment company. 
Royalties of various types, including 
motion picture rentals, are tax-exempt 
in the United States under the treaty, 
while in Curacao they are subject to 
tax at the reduced rates of 2.4 per cent 
to 3 per cent. A company could, 
therefore, be established for the pur- 
pose of exploiting patents, secret 
processes or copyrights, or it could 
produce motion pictures abroad and 
distribute them without incurring 
United States tax liability on the rentals 
either from American or foreign 
sources. 

Investment or holding corporations 
with few stockholders might be per- 
sonal holding companies or foreign 
personal holding companies. For this 
reason a closely held Curacao com- 
pany would normally not be advisable 
for citizens or residents of the United 
States. If all the stockholders are non- 
resident aliens, only personal holding 
company tax consequences need be con- 
sidered. This applies equally to stock 
held by a foreign accumulation trust, all 
the beneficiaries of which are citizens or 
residents of the United States.’*’ It 


* Regarding the tax status of such “for- 
eign-situs trusts,” see, generally, Senate 
Report of June 18, 1960 on H. R. 9662, S. 
Rept. No. 1616, 86th Cong., 2d Sess. 60 
(1960); Hammerman, “Foreign-Situs Trusts 
—Defining the Undefined,” 38 Taxes—The 
Tax Magazine 529 (1960); Hammerman, 
“T. R. S. Clarifies Foreign-Situs Trusts as 
Bill to End Some Tax Benefits: Dies,” 13 
Journal of Taxation 199 (1960); Altman & 
Kanter, “The Senate Finance Committee 
Looks at Foreign-Situs Trusts,” 38 Taxes 
—The Tax Magazine 585 (1960). 
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may be possible so to arrange the in- 
vestments of a foreign-owned corpo- 
ration that 50 per cent or less of total 
gross income will be derived from 
United States sources, in which case 
the corporation will not be a personal 
holding company. In other cases the 
corporation’s income might fall under 
one of the statutory exceptions, for 
example, if 50 per cent or more of 


total gross United States income con- 
sisted of rents. In any event, per- 
sonal holding company status will not 
prove a tax burden for the corporation 
or its foreign stockholders, including 
trusts. Provided the required returns 
are filed, surtax on the corporation can 
be avoided by distributions which will 


not be taxable to the stockholders. 
[The End] 


CIGARETTES PRODUCE $5.51 OF EACH $100 IN STATE TAX LEVIES 


State cigarette taxes in the 46 states that imposed such 
taxes during the fiscal year ending June 30, 1960, accounted 
for $5.51 out of every $100 of total state tax revenues. 

This is a high percentage when set against all the other taxes 
collected by the states including income, property, sales and 
gasoline taxes and a host of others. 


These findings emerge from a study prepared by the 
Tobacco Tax Council and are based upon data of the United 
States Bureau of the Census and from the state tax authorities. 
The relation of cigarette taxes to total taxes in fiscal 1959 
latest year for which these details have been compiled—found 
the State of New Jersey at the top with $11.10 out of every 
$100 being derived from smokers. Montana followed with 
$9.50. New Jersey imposed a five-cent tax on each package of 
20 cigarettes and Montana a rate of eight cents at that time. 

\ comparison of cigarette taxes in relation to total collec- 
tions from general and selective sales or gross receipts taxes 
found Massachusetts at the top in 1959 with $22.46 out of every 
$100 coming from cigarettes. Montana followed with $20.24, 
and was closely trailed by New Jersey with $19.34 and New 





York with $17.42. 


(Footnote 160 continued) 


Under the law as presently constituted, a 
domestic grantor can establish a trust in 
and under the laws of a foreign country, 
with a nonresident alien or foreign corpora- 
tion as trustee, for the ultimate benefit of 
domestic beneficiaries. The trust 
could consist of stock in a Curacao corpora- 
tion. The trust instrument would confer the 
power accumulate. Curacao dividends 
accumulated by the trustee will be tax-exempt 
in the United States. The same applies to 
capital gains. Ultimately, the accumulated 
income could be distributed tax free to the 
domestic beneficiaries, The five-year throw- 
back provisions (see Code 665-668 ) 
can be avoided if the distributions fall un- 
der the statutory exceptions (see 


assets 


to 


Secs. 
one of 


Curacao Organizations 


Code Sec. 665(b)). The foregoing favorable 
tax consequences would be reduced, although 
not eliminated, by a bill introduced: but not 
passed in the 1960 Session of Congress. See 
H. R. 9662, 86th Cong., 2d Sess. (1960). 


Since presently it is somewhat doubtful 
whether a trust of the common-law type can 
be established under Curacao law, resort 
may be had to other jurisdictions for setting 
up the trust. For example, Liechtenstein, 
Law of Persons and Companies, Arts. 897-931. 
In any event, great care would have to be 
taken in drafting the trust instrument. and 
it should be checked by American counsel 
in the light of the American tax law. If the 
trust were held taxable to the grantor (see 
Code Secs. 671-677) the tax benefits referred 
to above would largely disappear. 
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By ARCH B. GILBERT 





I N SPITE OF THE GREAT COMPLEXITIES and risks involved 
in the oil. and gas industries, it has been very popular in certain 
sections of the country to use oil and gas properties as the res of trusts.’ 
Since the depletion deduction is so important where oil and gas inter- 
ests are involved, it is necessary that the various parties in interest 
clearly understand how the deduction is to be allocated among the 
trust and the beneficiaries: One might assume that the law is, or 
should be, fairly well settled since the pertinent statute has not been 
materially. changed in 33 years. Recent developments, which include 
two Ninth Circuit cases, a revocation of a revenue ruling, and a change 
in the position of the Internal Revenue Service, indicate that the 
matter is now far from clear and that further developments can cer- 
tainly be expected before the question is settled. It is the purpose 
of this article to analyze these recent developments in an effort to 
determine what, if anything, is settled and how one ought to proceed 
in the face of this uncertainty. 


Prior to 1928 the trustee was the only person entitled to the 
depletion. deduction; the deduction: could not be passed on to the 
beneficiary by the trust under the conduit theory.’ If the entire income 
of the trust was distributed annually, the deduction was necessarily 
lost. In 1928 the law was changed to eliminate this hardship which 
was imposed on beneficiaries and to secure for the beneficiaries their 
fair share of these deductions.* The provision which was then enacted 
has remained substantially unchanged through various revisions of 
the Internal Revenue Code. The present provision is found in Section 
611(b)(3) of the 1954 Code, and it provides: 


*Generally producing properties are used as the corpus and this eliminates 
a good portion of the risk. 

A recent position taken by the Internal.Revenue Service in a private ruling 
has discouraged the use of oil and gas interests as the corpora of short-term 
trusts. For an excellent. discussion of this problem, see Wilson, “The Use of 
Mineral Interests in Short-Term Trusts—A New Tax Problem,” 14 Southwestern 
Law Journal 495 (1961). 

7G. C. M. 1424, VI-1 CB 69 (1927); -Baltzell v. Mitchell, 1 ustc $110, 3 F. 
2d 428 (1925). 

* See, Fleming v. Commissioner, 41-2 ustc J 9590, 121 F. 2d 7, 9 (CA-5). 

* Section 23(1). of the Revenue Act of 1928. 
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Among Trusts and 


Beneficiaries 


The author is associated with the law firm of Thompson, 
Walker, Smith & Shannon in Fort Worth, Texas. 


“Property held in trust—In the case 
of property held in trust, the deduc- 
tion under this section shall be appor- 
tioned between the income beneficiaries 
and the trustee in accordance with the 
pertinent provisions of the instrument 
creating the trust, or, in the absence 
of such provisions, on the basis of the 
trust income allocable to each.” 


Allocation of Deduction v. 
Setting Up Reserve 

A literal reading of the above statu- 
tory language indicates that the de- 
pletion deduction is to be divided 
between the trust and beneficiary on 
the basis of income allocated to each, 
in the absence of a provision in the 
trust expressly allocating the deple- 
tion deduction between them in some 
way. If such is the meaning of the 
statute, the deduction will almost al- 
ways be apportioned on the basis of 
income because few trust instruments 





specify how the income tax depletion 
deduction shall be enjoyed.’ Legisla- 
tive history, however, clearly indicates 
that Congress felt that a settlor could 
completely allocate the deduction to 
the trust without expressly saying that 
the depletion deduction shall be allo- 
cated to the trust for income tax 
purposes. Congress felt this could be 
done by a provision in the trust in- 
strument requiring an allocation of 
mineral income to corpus in the trust 
accounting sense.® 

Early cases involving the deprecia- 
tion deduction* indicated that this 
view of the statute was correct, and 
that a provision for a mandatory de- 
pletion reserve was equivalent to an 
express allocation of the depletion de- 
duction to the trust. This was the 
position which was taken in the regu- 
lations under the 1939 and 1954 Codes,® 
and it has been accepted by the Tax 
Court.’° 











* See, Commissioner v. Netcher, 44-2 ustc 
{ 9354, 143 F. 2d 484, 487 (CA-7). 

*Amendment No. 30 of the Conference 
Report on the Revenue Act of 1928, P. L. 
No. 562, 70th Cong., H. R. 1. 

Throughout this paper it must be kept in 
mind that there is a material difference in 
a trust which sets up a depletion reserve 
(one which allocates a certain part of the 
mineral income. from. the wasting asset to 
principal in order to conserve corpus) from a 
trust which provides for the distribution 
of a certain portion of the income from the 
trust and an accumulation of the rest of 
the income. In the case of the former trust, 
the reserved mineral income is corpus in the 
trust accounting sense. In the latter case 
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the reserved mineral income is accumulated 
income and will be put in the corpus or 
income account on the basis of the instru- 
ment and state law for trust accounting 
purposes. 

* Since the provisions for the allocation of 
the depreciation and depletion deductions 
are similar, the depreciation cases are in 
point. 

* Sue Carol, CCH Dec. 8520, 30 BTA 443 
(1934), acq. XIII-2 CB 4; Commissioner v. 
Netcher, cited at footnote 5. 

*Regs, 118, Sec. 39.23(m)-1(c). 
Sec. 1.611-1(c) (4). 

* John R. Upton, CCH Dec. 23,575, 32 TC 
301, 309 (1959). 


Regs. 
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The case of Estate of Mary Jane 
Little v. Commissioner ™ was the first 
case to cast doubt .on this ‘position. 
In this case a testamentary trust pro- 
vided that the trustees were to have 
the complete discretion to determine 
whether receipts. were income or prin- 
cipal, but it contained no mention of 
the depletion deduction.. A certain 
portion of the mineral income was 
allocated to the corpus account. On 
its returns the trust claimed all of the 
depletion deduction. The life bene- 
ficiary claimed a. pro rata portion of 
the deduction on her return. .The 
Commissioner contended the life bene- 
ficiary was entitled to none of the 
depletion. The court recognized that 
there was a difference in a provision 
which allocates the depletion deduc- 
tion frem a provision which appor- 
tions receipts between income- and 
corpus accounts in the accounting sense. 
The court said that the depletion de- 
duction’ would be allocated on the 
basis of income, except where. the 
trust instrument provided for an ap- 
portionment of the depletion. deduc- 
tion. The court found no mention of 
the depletion deduction in the will 
and, therefore, held the life beneficiary 
was entitled to her pro rata part of 
the deduction. It said that a provision 
allocating mineral income to corpus 
would not keep the deduction from 
being allocated on the basis of income. 
The Ninth: Circuit appeared to take the 
position contra:to that. taken by the 
Tax Court and regulations under the 
1939 Code, and the position now taken 
by the. regulations under the 1954 
Code, but within eight months this 
case was. modified by the. Ninth Cir- 
cuit’s opinion in the Upton case.’* 

In the Upton case the trustees were 
to distribute “rents, issues, profits and 
income” to the life beneficiaries. The 
~* 60-1 ustc ¥ 9247,.274 F. 2d 718 (CA-9). 

* Upton v. Commisstoner, 60-2 ustc { 9711, 
283 F. 2d 716 (CA-9). 


*In this article it will be assumed that 
both the trust and beneficiary will have 


510 





June, 1961 


trust contained no provisions pertain- 
ing to the depletion deduction or per- 
taining to the allocation of mineral 
income between corpus and income 
accounts. The trustees asked a lower 
court for instructions as to the dis- 
tribution of oil royalties. The trustees 
were instructed to allocate 72% per 
cent of the royalties to the life bene- 
ficiaries and to allocate the balance to 
the trustees. Since the lower court 
decree stated no reasons for the allo- 
cation, the Ninth Circuit concluded 
that the trustees were to retain the 
2712 per cent on the theory that the 
testator intended this portion of the 
royalties to represent return of capital. 

The court, as in the Little case, recog- 
nized that there is a difference in a 
provision which allocates the deple- 
tion deduction to the trust from a 
provision which allocates a portion of 
the mineral receipts. to the corpus 
account. However, the court concluded 
that when a trust contains a provision 
requiring the trustees to conserve 
corpus, by retaining a reasonable amount 
of the royalties to keep the trust prop- 
erty intact, this evidences an intention 
on the part of the trustor that the 
depletion deduction be allocated com- 
pletely to the trustees.** The Upton 
case distinguished the Little case by 
pointing out that in the Little case the 
trustees were given discretion as to 
the allocation of receipts between 
corpus and income accounts, and, 
therefore, this gave rise to no inference 
as. to the testatrix’s intention. Whether 
the position which the Ninth Circuit 
has taken will be followed by other 
courts remains to be seen. 


Changes in Service's Position 
Discretionary reserve.—The regula- 

tions under the 1939 Code ** provided 

that the trust was to get all of the 


sufficient income to take. maximum advan- 
tage of the depletion deduction. 
“Regs. 118, Sec. 39.23(m)-l(c). 
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depletion deduction where the trust 
required the maintenance of a deple- 
tion reserve. These regulations did 
not purport to allocate the deduction 
completely to the trust where the 
trustee was given discretion as to the 
depletion reserve or had the discretion 
to apportion receipts between income 
and corpus; but this was changed in 
the new regulations. The present regu- 
lations, which were adopted January 
20, 1960, provide that the depletion 
deduction is to be completely allocated 
to the trustee if the governing instru- 
ment (or local law) requires or permits 
the trustee to maintain a reserve for 
depletion.*® So, the government now 
maintains that a discretionary reserve, 
to the extent it is set up, has the same 
effect as a required reserve. 


Revenue Ruling 56-105.—In Rev. 
Rul. 56-105 '* the Service ruled that 
where a trust instrument gave the 
trustees sole discretion as to the allo- 
cation of the depletion deduction, the 
trustees could properly allocate all of 
the depletion deduction to the bene- 
ficiaries and retain none for the trust 
although a substantial portion of the 
income from the depletable assets was 
retained by the trust. The rationale 
of the ruling was that since the trust 
instrument authorized the trustee to 
allocate the depletion deduction. be- 
tween the trust and beneficiaries in 
such manner as it might see fit, the 
allocation of all of the depletion de- 
duction to the beneficiaries would be 
in accordance with the pertinent pro- 
visions of the instrument creating the 
trust. 

Revenue Ruling 56-105 was revoked 
in 1960 by Rev. Rul. 60-47.° The 
prior ruling was revoked because it 
with the present 


was inconsistent 


regulations which were adopted in 
January of that year. The present 
regulations, in part, provide: ** 

“No effect shall be given to any al- 
location of the depletion deduction 
which gives any beneficiary or the 
trustee a share of such deduction 
greater than his prorata share of the 
trust income, irrespective of any 
provisions in the trust instrument, 
except as otherwise provided in this 
paragraph when the trust instrument 
or local law requires or permits the 
trustee to maintain a reserve for 
depletion.” 

These new regulations completely 
ignore the language of Section 611 
(b)(3). That section. provides that 
the settlor is free to allocate the de- 
pletion deduction by a provision in 
the trust, and that the deduction is 
allocated on the basis of income only 
where the,settlor makes no contrary 
provision. There is nothing in the 
Code section which places any limita- 
tion on the settlor’s right to allocate 
the deduction in any manner that 
might please him. The regulations 
now provide that an express provision 
in the trust will be ignored, except 
where the language requires or. per- 
mits a reserve. The applicable Code 
section not even mention the 
word “reserve.” It would be difficult 
to imagine a clearer case of an attempt 
at administrative legislation! 


dc eS 


Apportionment statutes.—In 1955 
the Commissioner, in a private ruling, 
considered the Texas apportionment 
statute '® which allocates mineral in- 
come between principal and income 
accounts. It was ruled that where the 
statute applied the deduction was to 
be prorated on the basis of income “in 
the absence of provisions in the trust 





*® Regs. Sec. 1.611-1(c) (4). 

* 1956-1 CB 209. 

* IRB, 1960-6, p. 66. 

* Regs. Sec. 1.611-1(c) (4). 

® Art. 7425b-33, Tex. Civ. Stat. The Texas 
statute provides that in the absence of a 
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contrary provision 27% percent of the gross 
royalties, not to exceed 50 percent of the 
net, shall be treated as principal and the 
remainder shall be treated as income. 
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instrument, enforceable under the 
state law, permitting the trustee to 
allocate the depletion deduction other- 
wise ” .However, on June 11, 
1956, the. depreciation regulations *° 
under the 1954 Code were adopted. 
These regulations: for the first time 
took the position that the depreciation 
deduction was to be completely al- 
lowed to the trustee where Jocal law, 
as opposed to the trust instrument, 
required a depreciation reserve. .In 
January of 1957 the private ruling 
pertaining to the apportionment stat- 
ute was revoked by another private 
ruling. The revocation was based on 
the depreciation regulations: It was 
in January, 1960,-when the depletion 
regulations were adopted, and. they 
contained a provision similar to the 
depreciation regulations concerning 
local law. 


Invalidity of New. Regulations 

The validity of the present regula- 
tions is subject to serious question for 
several reasons. In the first place, the 
regulations are clearly in conflict with 
the. Little case. The Little case is firm 
in its position that the deduction is to 
be allocated on the basis of income 
where the trustee has discretion as 
to: setting up a depletion reserve.*? The 
regulations attempt to allocate all of 
the deduction to the trust to the ex- 
tent that the trustee does set up a 
reserve. 


These regulations are also in con- 
flict. with the position taken by the 
Ninth Circuit in regard to the effect 
of a provision requiring a depletion 
reserve. The Little and Upton cases 
take the position that such a pro- 
vision only gives an inference that the 
settlor intended that the. deduction 
should go completely to the trust. 
This inference, it would seem, would 


* Regs. Sec. 1.167(g)-1(b). 
* This holding was not changed by the 
Ninth Circuit’s opinion in the Upton case. 


512 


June, 1961 


not be controlling and could be over- 
come by other provisions in the trust 
or by outside evidence. The regula- 
tions provide that the deduction goes 
to the trust as a matter of law where 
the trust requires or permits the trus- 
tee to maintain a depletion reserve. 
The Treasury Department seems to 
have lost sight of the fact that the 
important consideration is whether 
the settlor has allocated the deduc- 
tion. The matter of a reserve is only 
important insofar as it helps answer 
this.. The Treasury Department now 
seems to completely ignore any ex- 
press allocation of the deduction, and 
contends that the only important con- 
sideration is whether a reserve is re- 
quired or permitted. 


It appears to this author that the 
regulations are invalid for another 
reason, They, in effect, provide that 
the trustee is entitled to all of the 
deduction where local law requires or 
permits the trustee to maintain a de- 
pletion reserve. Section 611(b) (3) of 
the Code provides that the trustee is 
entitled to all of the deduction only 
where the instrument creating the trust 
allocates the deduction to the trust. The 
section does not mention local law. Cer- 
tainly, local law must be used to interpret 
the. trust, but the regulations make 
no distinction between local law which 
is used to interpret the trust itself 
from the law which dictates how min- 
eral income will be allocated between 
corpus and income accounts. The Tax 
Court, in its opinion in the Little ** 
case, recognized this problem, and it 
was careful to point out that the trust 
in that case made specific reference to 
“the law applicable at the time.” The 
Tax Court felt this made the pertinent 
apportionment statute part of the 
trust itself, indicating that ordinarily 
such a statute would not be considered 
to be part of the instrument. The 


= Estate of Mary Jane Little, CCH Dec. 
23,106, 30 TC 936 (1958). 
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Upton case indicates that the Ninth 
Circuit will also be unwilling to ac- 
cept the Commissioner’s attempt to 
equate local law to express language 
in the trust. In that case the court 
pointed out that the lower court’s 
construction of the will reflected a 
determination of the testator’s intent 
from a reading of the will as a whole. 
It inferred that its decision would 
have been different had the mineral 
proceeds been allocated between corpus 
and income on the basis of a state ap- 
portionment statute.** The reason 
for this difference is that an appor- 
tionment statute would give no in- 
sight as to the settlor’s intent. 

If this discussion of these matters 
contributes to an awareness of the 
problems involved, it will have served 
a useful purpose because many of the 
problems can be avoided by advance 


the trust should specifically spell out 
exactly how the depletion deduction 
shall be enjoyed. The Internal Reve- 
nue Service has served notice that it 
plans to ignore any language which 
apportions a deduction to a _ bene- 
ficiary which is larger than the bene- 
ficiary’s share of the income. But this 
author believes that the courts have 
already demonstrated that they in 
turn will ignore the Service's un- 
tenable position. At any rate, litiga- 
tion would certainly seem more likely 
where the trust does contain specific 
provisions pertaining to the depletion 
deduction. It is the author’s opinion 
that future cases will show that the 
pertinent section means what it says 
and that a specific provision govern- 
ing the deduction will be effective. 
Where the trust contains no express 
provision, the future course of. the 


planning and drafting. The drafter of law, at best, is uncertain. [The End] 


NRMA TESTIMONY ON EXPENSE ACCOUNT 

“We endorse the President’s statement that he has. directed 
the Treasury Department to undertake the preparation of a 
comprehensive tax reform program to be placed before the 
next session of Congress,” said John F. Wood, Chairman of 
the Taxation Committee of the National Retail Merchants 
Association. 

As to expense accounts, Mr. Wood told the Committee: 


“The difficulty of developing a statute to deal with this 
problem is clearly recognized. Any attempt to catalogue the 
various types of expense categories which would be disallowed 
or limited as an ‘ordinary and necessary business expense’ 
will test the skill and ingenuity of the legislator. The Secre- 
tary of the Treasury in his statement setting forth the detailed 
proposals for restricting travel and entertainment deductions 
merits serious consideration and study. As a general observa- 
tion, however, we believe that exception might be taken to 
the concept of disallowing per se certain types of expenses 
either because of the nature of the expense or because the 
expense exceeds a prescribed minimum (over $10 in the case 
of gifts). For example, the Secretary’s proposal would disallow 
entertainment expenses as defined in their entirety. Various 
types of entertainment are, within prescribed limits, legitimate 
tools for promoting the activities of taxpayers engaging in 
ventures for profit.” 


* Upton v. Commissioner, cited at foot- 
note 12. 
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By WILLIAM E. GUTHNER, Jr. 


What Constitutes a Change 
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in Method of Accounting? 


The author is a member of the California bar and is associated 
with the law firm of Brady, Nossaman & Walker, Los Angeles. 


HE ESSENCE OF ANY SYSTEM of taxation is that it should 

produce revenue ascertainable, and payable to the government, at 
regular intervals.*’ Accordingly, taxpayers must use some method of 
accounting to allocate the total income earned during their existence to 
annual periods. Occasionally the method of accounting chosen by a 
taxpayer causes an unreasonable allocation of income to certain years 
or-is so inconvenient to apply that he wishes to change to another 
method. The proposed change, however, may result in omissions of 
income or duplications of deductions. because of the different tests 
which the new method prescribes for the time of reporting income or 
deducting expenses. 

To protect the revenue in such situations (prior to the 1954 Code) 
the Commissioner promulgated regulations which require that a tax- 
payer who. changes the method of accounting employed in keeping his 
books shall, before computing his income upon such new method for 
purposes of taxation, secure the consent of the Commissioner.* —This 
regulation has been held to be reasonable.and valid and compliance 
with it is mandatory.* A taxpayer will not be granted permission to 
change his method of accounting unless he agrees to the terms and 
conditions: set by the Commissioner.’ The terms and conditions set, 
of course, will not permit omissions. of income or duplications of 
deductions.* 


In 1954 Congress codified the regulations by the enactment of 
Section 446(e).° In addition, Section 481 was added to the 1954 Code. 





* Burnet v. Sanford & Brooks Company, 2 ustc { 636, 282 U. S. 359 (1931). 

* Regs. 118, Sec: 39.41-2(c); Regs. 111, Sec. 29.41-2;:Regs. 103, Sec. 19.41-2; 
Regs. 101; Art. 41-2; Regs. 94, Art. 41-2; Regs. 86, Art. 41-2; Regs. 77, Art. 322. 

* St. Paul Union Depot Company v, Commissioner, 41-2 ustc § 9765, 123 F. 2d 
235 (CA-8); Elmwood Corporation v. U. S., 39-2-ustc J 9758, 107 F. 2d 111 (CA-5); 
Estate of L. W. Mallory, CCH Dec. 11,785, 44 BTA 249 (1941). 

* Kahuku Plantation Company v. Commissioner, 43-1 ustc § 9229, 132 F. 2d 671 
(CA-9). 

°S. Rept. No. 1622, 83d Cong., 2d Sess., p. 300. 
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That section provides that where a 
taxpayer's income for any taxable 
year is computed under a method of 
accounting different from the method 
used for the preceding taxable year, 
there shall be taken into account those 
adjustments which are determined to 
be necessary solely by reason of the 
change in order to prevent amounts 
from being duplicated or omitted. 
That provision is not applicable to 
vears prior to 1954 unless the change 
in method of accounting is initiated 
by the taxpayer. 

In September, 1959, the Internal 
Revenue Service issued Rev. Rul. 
59-285 © in which it ruled that tax- 
payers employing the accrual method 
of accounting who have consistently 
deducted a material item in the year 
paid rather than the year accrued, 
must obtain the prior consent of the 
Commissioner before changing. such 
method of accounting, whether or not 
the taxpayer regards the method from 
which he desires to change to be proper. 

The validity of this ruling, which 
was stated by the Service to be applic- 
able to taxable years covered by both 
the 1939 Code and the 1954 Code, is 


discussed in this article. The first 





© 1950-2 CB 458. 
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part of this discussion pertains to the 
1939 Code and involves principally an 
analysis of the many cases which bear 
on this point. These cases provide a 
basis for drawing a definite conclu- 
sion as to what constitutes a change 
in method of accounting requiring the 
Commissioner’s prior consent. The 
second part pertains to the 1954 Code 
and involves principally a discussion 
of the regulations which bear on this 
point—there being no cases interpret- 
ing the new. provisions of ‘the 1954 
Code. 


Internal Revenue Code of 1939 


The pertinent provisions of the 1939 
Code are Sections 41, 42 and 43. 


Section 41 provides that a taxpayer 
shall compute his net income in ac- 
cordance with the method of account- 
ing regularly employed in keeping his 
books. There are two exceptions to 
this general rule. If no such method 
of accounting has been so employed 
or if the method employed does not 
clearly reflect income, the computa- 
tions shall be made in accordance with 
such method as in the opinion of the 
Commissioner does clearly reflect in- 
come. 

Section 42 pertains to the period in 
which items of gross income are re- 
ported and Section 43 pertains to the 
period for which deductions and credits 
are taken. 

Section 42 provides that all items of 
gross income shall be reported in the 
taxable year in which received by the 
taxpayer unless, under methods of ac- 
counting permitted under. Section 41, 
any such amounts are to be properly 
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accounted for as:of a different period. 
Section 43 provides that deductions 
and credits shall be taken for the tax- 
able year in which “paid or accrued” 
or “paid or incurred” dependent upon 
the method of accounting.upon which 
the net income is computed, unless, 
in order to clearly reflect the income, 
the deductions or credits. should be 
taken as of a different period. 


There are only two methods of ac- 
counting generally recognized for in- 
come tax purposes under Section 41 of 
the 1939 Code—the cash receipts and 
disbursements method and the accrual 
method.’ 

Taxpayers employing the cash method 
report. income in the year received * 
and deduct expenses in the year paid.® 
Taxpayers employing the accrual 
method report income in the year they 
acquire the right to receive such in- 
come, irrespective of when payment 
is received,’® and deduct expenses in 
the year all. events have occurred 
which fix the amount. of the expenses 
and determine their liability. to pay.” 


The broad statement that there are 
only two methods of accounting gen- 
erally recognized for income tax pur- 
poses should be qualified in that there 
are a number of specialized methods 
of accounting which can be used by 
taxpayers operating businesses, the 
income from which is difficult to an- 
nualize. For example, taxpayers with 
building, installation or construction 
contracts covering a period in excess 
of one year from the date of execution 
of the contract to the date on which 
the contract is finally completed and 

* Security Flour. Mills Company v. Com- 
missioner, 44-1 ustc 7 9219, 321 U..S..281; 
Beacon Publishing Company v. Commissioner, 
55-1. ustc { 9134, 218 F, 2d 697: (CA-10); 
Harry Hartley, CCH Dec. :20,668, 23 TC 
353 (1954); Estate of Julius I, Byrne, CCH 
Dec; 18,328; 16 TC 1234 (1951). 

* Healy v. Commissioner, 53-1 ustc § 9292, 
345.U. S. 278. 


® Fowler Brothers & Cox v. Commissioner, 
43-2 ustc J 9650, 138 F. 2d 774 (CA-6). 
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accepted may, as to the income from 
such contracts, use the long-term con- 
tract methods of accounting,’ that is, 
the percentage of completion method 
or the completed contract method. 
Also, taxpayers that sell merchandise 
on the installment plan or taxpayers 
that sell real property or make certain 
casual sales of personal property, the 
proceeds of which are payable over 
a period of years, may elect to report 
the income from such sales under the 
installment method of accounting,™ 
if the terms of the sales meet the re- 
quirements of the Code. 


Taxpayers that cannot or do not 
employ the specialized methods of ac- 
counting must employ either the cash 
method or the accrual method since 
the 1939 Code does not permit tax- 
payers to use hybrid methods of ac- 
counting, that is, combinations of the 
cash and accrual methods, in comput- 
ing their income for tax purposes. 
Security Flour Mills v. Commis- 
sioner ;** Hygienic Products Company 
v. Commissioner ; 1° Booth Newspapers, 
Inc. v. Commissioner ;*° Harry Hart- 
ley; *" Estate of Julius I. Byrne.’ 


Since taxpayers may not use hybrid 
methods of accounting, it follows that 
if a taxpayer deviates from the gen- 
eral or underlying method of account- 
ing employed in keeping his books in 
respect of a particular item of income 
or expense, either the Commissioner 
or the taxpayer may correct the er- 
roneous treatment of such item by 
conforming the treatment of the item 
to the method of accounting which 
predominates. Security Flour Mills v. 

* Spring City Foundry Company v. Com- 
missioner, 4-ustc J 1276, 292 U. S. 182 (1934). 

"U. S. v.. Anderson, 1 ustc §'155, 269 
U. S. 422 (1926). 

*® Regs. 118, Sec. 39.42-4. 

* 1939 Code Sec. 44. 

** Cited at footnote 7. 

* 40-1 ustc J 9381, 111 F. 2d 330 (CA-6). 

* 53-1 ustc 7 9150, 201 F. 2d 55 (CA-6). 

* Cited at footnote 7. 

* Cited at footnote 7. 


TAXES —The Tax Magazine 








Commissioner ;'° W. L. Moody Cotton 
Company v. Commissioner ;° Booth 
Newspapers, Inc. v.. Commissioner ;** 
Beacon Publishing Company v. Com- 
missioner ;*? Wetherbee Electric Com- 
pany v. Jones;** Harry Hartley ;** O 
Liquidating Corporation.*®> This is so 
regardless of the consistency of the 
deviation. Booth Newspaper, Inc. v. 
Commissioner; O Liquidating Corp. 
The argument of consistency is un- 
sound, for it assumes, without justifi- 
cation, that the otherwise erroneous 
treatment of an item becomes acceptable 
if practiced consistently.** “It is not 
yet the law that wrongs, no matter 
how numerous, will make right.” *” 


In Security Flour Mills v. Commis- 
sioner, taxpayer, the operator of a flour 
mill, kept its books and filed its tax 
returns on the accrual basis. During 
the latter part of 1935 taxpayer col- 
lected from its customers as a part 
of its sales price, amounts in respect 
of the processing tax levied under the 
Agricultural Adjustment Act of 1933. 
Taxpayer claimed deductions for these 
taxes in its 1935 return even though it 
contested the validity of such taxes 
and had not paid them. In 1936 the 
taxing provisions of the AAA were 
held unconstitutional and thereafter 
in 1936, 1937 and 1938 taxpayer re- 
funded a part of these taxes to its 
customers. The Commissioner found 
a deficiency in taxpayer’s 1935 tax by 
disallowing the deduction for taxes 
accrued even though contested and 
not paid. The Board of Tax Appeals, 
after deciding that the collected taxes 
must be reported in 1935 income, held 


that the taxpayer .could not deduct 
the contested taxes but could, in de- 
termining 1935 income, deduct the 
refunds made in 1936-1938.7% The 
Tenth Circuit reversed *® the Board’s 
decision that the taxes refunded in 
1936-1938 were deductible in 1935 and 
its decision was affirmed by the Su- 
preme Court. The controlling legal 
principle was stated by the Supreme 
Court as follows: *° 

“The uniform result has been denial 
both to government and to taxpayer 
of the privilege of allocating income 
or outgo to a year other than the year 
of actual receipt or payment, or, ap- 
plying the accrual basis, the year in 
which the right to receive, or the obli- 
gation to pay, has become final and 
definite in amount,” 


The Supreme Court rejected tax- 
payer's argument that the exception 
or qualifying clause in Section 43 * 
was applicable to its case. It re- 
stricted the application of this clause 
to situations where there were “fixed 
liabilities payable in fixed installments 
over a series of years.” In so holding 
the Supreme Court said: ** 


... [The qualifying clause] was 
not intended to upset the well under- 
stood and consistently applied doc- 
trine that cash receipts or matured 
accounts due on the one hand, and 
cash payments or accrued definite ob- 
ligations on the other, should not be 
taken out of the annual accounting 
system and, for the benefit of the Gov- 
ernment or the taxpayer, treated on a 
basis which is neither a cash basis nor 





*” Cited at footnote 7. 

* 44-2 ustc J 9403, 143 F. 2d 712 (CA-5). 

** Cited at footnote 16. 

* Cited at footnote 7. 

**47-2 ustc J 9346, 73 F. Supp. 765 (DC 
Okla.). 

* Cited at footnote 7. 

*CCH Dec. 24,067(M), 
(1960). 

* 1D. Loveman & Son Export Corporation, 
CCH Dec. 24,297, 34 TC —, No. 80 (1960). 
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19 TCM 154 





* Case cited at footnote 25, at p. 159. 

* Security Flour Mills Company, CCH Dec. 
12,162, 45 BTA 671 (1941). 

* Commissioner v. Security Flour Mills 
Company, 43-1 ustc § 9349, 135 F. 2d 165 
(CA-10). 

* Cited at footnote 7, at pp. 286-287. 

ay unless in order to clearly reflect 
the income the deductions or credits should 
be taken as of a different period.” 

* Cited at footnote 7, at pp. 285-286, 
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an accrual basis, because so to do 
would, in a given instance, work a 
supposedly more equitable result to 
the Government or to the taxpayer.” 


In W. L. Moody Cotton Company v. 
Commissioner, taxpayer, a cotton fac- 
tory, ever since its incorporation in 1916 
kept its books and filed its tax returns 
on the cash receipts and disbursements 
method except that for fiscal years 
prior to 1937, to wit, 1927 to 1935, in- 
clusive, it accrued and reported as 
gross income.in its returns for those 
years, interest on certain collateral- 
ized accounts and notes receivable. In 
1937 taxpayer charged off on its books 
of account and deducted in its income 
tax return the interest which it had 
previously accrued. and reported but 
had never collected. The Fifth Cir- 
cuit, affirming the Tax Court,°** 
tained. the Commissioner’s disallowance 
of this deduction on the ground that 
a taxpayer on the cash basis is on that 
basis uniformly as to both receipts 
and deductions, and he cannot be per- 
mitted any irregular and _ sporadic 
variations from that basis. 


sus- 


In Booth Newspapers,. Inc. v. Com- 
missioner, taxpayer, a daily newspaper 
publisher, kept its books and filed its 
tax returns on the cash receipts and 
disbursements ‘method .except that 
from 1917 to 1945 it reported prepaid 
subscriptions in the year earned rather 
than the year received. The Commis- 
sioner adjusted taxpayer's income for 
1942, 1943 and 1944, so as to conform 
the treatment of prepaid subscriptions 
to the cash method. The Sixth Cir- 
cuit affirmed the Tax Court’s decision ** 
in favor of the Commissioner on the 
ground that hybrid systems of ac- 
counting are not recognized by the 
Revenue Acts. The Tax Court had 
sustained the Commissioner’s deter- 
mination on the same ground (as well 
as the claim of right doctrine) and in 






addition rejected taxpayer's argument 
that in view of its consistent use of 
the same method of accounting for 
prepaid subscriptions over a long period 
of years, with the Commissioner’s 
knowledge thereof, the Commissioner 
could not change such method. 

In Harry Hartley, taxpayer, engaged 
in the business of rebuilding motor 
blocks, kept his books and filed his 
tax returns on the accrual basis except 
that prior to 1951 inventories of: old 
and rebuilt motor blocks were not 
taken into account in determining cost 
of goods sold. Inventories were main- 
tained for all new parts and materials 
used in rebuilding the old motor 
blocks. The Commissioner deter- 
mined deficiencies for 1949 and 1950 
by making adjustments to taxpayer's 
cost of goods sold for these years so 
as to reflect the use of inventories of 
old.and rebuilt motor blocks. The 
Tax Court sustained the Commis- 
sioner’s determination because failure 
to inventory old and rebuilt motor 
blocks made taxpayer’s method of ac- 
counting a hybrid one which did not 
clearly reflect income. Taxpayer’s 
method of accounting most closely 
resembled the accrual method, and 
therefore, required that inventories of 
the old and rebuilt. motor blocks be 
taken into account in computing in- 
come. 

Where the taxpayer corrects the 
erroneous accounting treatment of the 
item of income or expense (by con- 
forming such treatment to the method 
of accounting which predominates) 
the Commissioner’s defense of change 
in accounting method without his con- 
sent confronts the taxpayer. That 
argument seldom meets with success 
because it requires the courts to close 
their eyes to the plain language of-the 
Supreme Court in Security Flour Mills. 

In Beacon Publishing Company v. 
Commissioner, taxpayer was a daily 





%W. LL. Moody Cotton Company,, CCH 
Dec. 13,358, 2 TC 347 (1943). 
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* Booth Newspapers, Inc., CCH Dec. 18,510, 
17 TC 294 (1951). 
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newspaper publisher which kept its 
books and filed its tax returns on the 
accrual basis except that from at least 
1928 through 1942 prepaid subscrip- 
tion income was reported in the year 
received. During 1943 and 1944, pre- 
paid subscription receipts were treated 
as a liability and the amount thereof 
was deferred as subscription income. 
The Commissioner disallowed the de- 
ferment and included the full amount 
thereof in income for the year in which 
it was. received. The Tenth Circuit, 
in reversing the Tax Court’s decision,*° 
held that the claim of right doctrine 
did nut apply and then rejected the 
Commissioner's alternative argument 
that since taxpayer had for years prior 
to 1943 and 1944 carried these accounts 
on its books as cash items, it could 
not change its method of accounting 
for them without his consent. The 
court held that taxpayer did not change 
its method of accounting but did no 
more than apply the method adopted 
and in use to clearly reflect its income. 
This the taxpayer had a right to do 
and the Commissioner had a right to 
require it. The court stated that a 
taxpayer could, without the consent 
of the Commissioner, apply the method 
of accounting he had adopted though 
not theretofore applied to a particular 
item, if 
errors and clearly reflect income. 

In Wetherbee Electric Co. v. 
taxpayer was engaged in the electrical 
supply and electrical contracting busi- 
It reported income and claimed 


that change would correct 


Jones, 


nesses. 
deductions from the contracting busi- 
ness on the completed contract basis. 
In 1941 taxpayer inadvertently failed 
to claim a deduction for general over- 
head expenses of that business. To 
correct this oversight it filed a claim 
for refund, which the Commissioner 
disallowed. The court disagreed with 
the Commissioner’s determination and 


* Beacon Publishing Company, CCH Dec. 
20,124, 21 TC 610 (1954). 
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held for the taxpayer because tax- 
payer’s claim to the deduction rested 
upon the correction of an accounting 
error, not upon a change in method of 
accounting. Taxpayer’s accounting 
method before and after correction 
was stated by the court to be the same. 


In O Ligquidating Corporation, tax- 
payer kept its books and filed its tax 
returns on an over-all accrual basis 
and for calendar years. ‘Taxpayer 
ever since 1918 had maintained a group 
insurance plan for its employees. Dur- 
ing 1953 five policies with January 1 
anniversaries were in force on a year- 
to-year basis. The premiums on these 
policies were paid by taxpayer monthly, 
in advance. Each policy contained a 
provision for the payment of annual 
dividends which were to be ascer- 
tained by the insurer and distributed 
annually as of each policy anniversary, 
providing all premiums were paid to 
such anniversary. Taxpayer consist- 
ently recorded the monthly premiums 
on its books as an expense in the 
calendar year paid. Prior to 1953 
taxpayer consistently recorded as of 
the end of the year, as an offset to the 
gross premiums, an amount repre- 
senting group insurance. dividends to 
be paid to taxpayer by the insurer in 
the following year. | The’ resultant 
figure was deducted on taxpayer’s re- 
turns in the year the premiums were 
paid. In 1953 taxpayer accrued no 
dividends and deducted the full amount 
of the group insurance premiums paid 
that year. In March, 1954, the amount 
of the dividend to be paid taxpayer 
was determined. It was, in fact, paid 
in April, 1954, and was used by: tax- 
payer as.an offset against insurance 
expense for 1954. Upon examination 
of taxpayer’s 1953 return the Commis- 
sioner decreased insurance expense by 
the amount of the dividend paid in 
1954 which he determined had accrued 
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in 1953. The Tax Court held that the 
dividend had not accrued in 1953 be- 
cause taxpayer's right to receive it 
did not arise until 1954, when the divi- 
dend was actually determined and 
declared. The Tax Court then con- 
sidered the Commissioner’s alternative 
argument that failure to accrue the 
dividend: in 1953 constituted a change 
in accounting method which must be 
first approved by him. The holding 
that taxpayer’s omission to reflect the 
dividend received in 1954 in its 1953 
accounting, was proper under the ac- 
crual method,. disposed of that argu- 
ment. The Tax Court said: * 


“The ‘change’ which respondent re- 
lies upon was, in fact, not a change at 
all but rather an adherence to the 
method of accounting regularly em- 
ployed in keeping its books. The 
treatment of the dividend in prior 
years by petitioner was an erroneous 
treatment and was inconsistent with 
the method of accounting regularly 
employed by petition in keeping its 
books.” 

Revenue Ruling 59-285 cited Adver- 
tisers Exchange, Inc.®" in support of 
the position taken therein. 


In Advertisers Exchange, Inc:, tax- 
payer, engaged in the business of sell- 
ing advertising copy and materials to 
its customers pursuant to contracts, 
kept its books and filed its tax returns 
on the accrual basis. Originally, tax- 
payer supplied its customers with a 
set of 52. ads, one for each week of 
the year, shipped all at one time. 
These “drop” shipments were billed at 
the time the material was furnished 
and the income therefrom was accrued 
in full as a sale at the time of the 
billing. In 1936 taxpayer. began pre- 
paring ads for monthly shipment to 
its customers and entered into con- 
tracts with them to furnish advertis- 
ing services each month for which it 

* Cited at footnote 25, at p. 159. 

*=CCH Dec. 21,583, :25 TC 1086 (1956), 
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billed the customer monthly after 
shipment was made. Taxpayer’s con- 
tracts with its. customers on the 
monthly shipment basis were for a 
period of one year and were for a 
stated annual amount payable monthly. 
Prior to 1945 taxpayer’s accounting 
practice was to treat as a sale during 
the month in which the contract was 
signed, the full amount of the contract. 
In 1945 taxpayer changed its account- 
ing practice and sales income from 
services under the contracts that ex- 
tended beyond the calendar year was 
deferred to the year or years covered 
by the contracts. The Commissioner 
adjusted taxpayer’s 1945 and 1946 tax 
returns and conformed the treatment 
of sales therein to the treatment of 
sales for all years prior to 1945, there- 
by giving no effect to the deferment 
of income. The Tax Court approved 
the Commissioner’s determination. It 
stated that taxpayer at all times em- 
ployed an accrual method of account- 
ing and prior to 1945, taxpayer, 
consistent with its application thereof, 
accrued the full amount of the con- 
tract price as sales income during the 
month the contracts were signed. 
Thus the change made by taxpayer in 
the accounting treatment accorded 
contract sales was clearly a change in 
method of accounting requiring the 
Commissioner's prior consent. The 
Tax Court indicated that the new 
accounting treatment for sales initi- 
ated by the taxpayer in 1945 was also 
proper under accrual basis principles 
but consistency required taxpayer to 
continue using the old, but proper, 
accounting treatment. 

A careful reading of Advertisers Ex- 
change, Inc: shows that it deals with 
an attempted change from one proper 
accounting treatment of a material 
item to another proper accounting 
treatment. of a material item; it does 
not deal with an attempted change 


aff'd per curiam, 57-1 ustc { 9414, 240 F. 2d 
958 (CA-2). 
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from an erroneous accounting treat- 
ment of a material item to a proper 
accounting treatment of a material 
item—the situation for which it is 
cited as authority by the Service. 

Thus, Advertisers Exchange, Inc. is 
consistent with the position taken by 
this writer, namely, only changes in a 
taxpayer's general or underlying 
method of accounting or changes in 
specially authorized ways of account- 
ing for certain items of income or ex- 
pense require the Commissioner’s prior 
consent under the regulations. 

The effect of Rev. Rul. 59-285 is to 
permit the Commissioner to use his 
own regulations to require certain tax- 
payers to use hybrid methods of ac- 
counting is computing income. This 
is an unauthorized and unreasonable 
exercise of the Commissioner’s autho- 
rity under Section 41. 

The Tax Court’s decision in William 
H. Goodrich** supports the position 
taken by the service in Rev. Rul. 
59-285. That decision was reversed by 
the Eighth Circuit.*® 

In Goodrich v. Commissioner, *° tax- 
payer, in the business of selling farm 
implements, employed a hybrid method 
of accounting prior to 1949 in keeping 
his books and filing his tax returns; 
he used the cash method as to sales 
and the accural method as to the other 
elements of his business. In 1949 tax- 
payer commenced accounting for sales 
on the accural method. The result was 
that taxpayer’s accounts receivable at 
the end of 1948 were not included in 
sales income for 1949 because under 
the accural method they did not rep- 
resent income for that year and they 
were not included in sales income for 
1948, because under the cash method 
they did not represent income for that 
year. The Commissioner determined 
a deficiency for 1949 by including in 

* CCH. Dec. 21,623, 25 TC 1235 (1956). 

* Goodrich v, Commissioner, 57-1 ustc 


{ 9608, 243 F. 2d 686 (CA-8). 
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income for that year the amount of 
taxpayer’s accounts receivable at the 
end of 1948. The Tax Court upheld 
the deficiency on the ground that the 
regulations prevent a taxpayer from 
changing his method of accounting 
without first obtaining the consent of 
the Commissioner; that as a condition 
of granting his consent the Commis- 
sioner may impose such terms and 
conditions as he deems appropriate to 
prevent any revenue loss; and a tax- 
payer who does not first obtain con- 
sent for a voluntary accounting change 
is subject to the same adjustment order 
as one who does. The Eighth Circuit 
reversed because the regulations do 
not allow the Commissioner to subject 
any income to a deficiency assessment 
for a year other than that in which it 
properly constitutes income in accord- 
ance with the method of accounting 
regularly employed in keeping the 
books and as to which taxability ac- 
cordingly is created against it by the 
Code—except as the taxpayer has 
agreed the Commissioner may do so, 

The Tax Court’s recent decision. in 
O Liquidating Corporation conflicts 
with its decision in William H. Good- 
rich. Whether the Tax Court has 
changed its view though is not clear 
since O Liquidating Corporation was 
not court reviewed. 

The Tax Court’s decision in Beacon 
Publishing Company,** which appar- 
ently supports Rev. Rul. 59-285, may 
be distinguished on the ground that 
the Tax Court viewed taxpayer’s way 
of accounting for prepaid subscription 
income as an election under a revenue 
ruling which gave accural basis pub- 
lishers of periodicals a choice between 
reporting such income when received, 
or when earned.** Read in this light, 
the Tax Court’s decision is that a tax- 
payer who attempts to change from 

“ Cited at footnote 39, 


“ Cited at footnote 35. 
“ IT 3369, 1940-1 CB 46. 
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one proper way of accounting for an 
item of income to another proper way, 
must first secure the Commissioner’s 
consent. 


One. other case which gives appar- 
ent, but not real, support to Rev. Rul. 
59-285 is Schram v. United States.** In 
that case taxpayer, a bank, in 1928 
and 1929 accounted for interest re- 
ceived on mortgage loans, bonds (other 
than United States); and loans and 
discounts. on notes, on a basis which 
was neither cash nor accrual. Simi- 
larly, its accounting treatment of in- 
terest paid on savings accounts was 
not on a cash or accrual basis. As a 
result, items ‘of income from mort- 
gages, bonds and notes were included 
in income for 1928 though not due or 
paid until 1929 and, similarly, a large 
amount of interest paid on savings 
deposits in 1928 was not deducted 
until 1929. The same errors occurred 
in 1929 and 1930. Thereafter taxpayer 
filed claims for refund for 1928 and 
1929 in which it attempted to change 
to the .cash basis its accounting for 
these four items of income and ex- 
pense. Both the Commissioner and 
the district court disagreed with the 
contention made. by taxpayer that its 
books were kept predominantly on a 
cash basis. and therefore the four dis- 
puted categories should also be treated 
on that basis. Numerically, the indi- 
vidual accounts were predominantly 
kept on a cash basis, but the income 
from them was negligible—about 5 or 
6 pér cent. The four disputed cate- 
gories accounted for the balance of the 
income. The. Sixth Circuit’s actual 
holding was that taxpayer. failed to 
show that. computing its income on 
the cash basis would more clearly re- 
flect its income and thus taxpayer was 
left.on its hybrid method of accounting. 

“41-1 ustc J 9290, 118 F.-2d 541 (.CA-6). 

“ 38-1 ustc J 9286,°304. U. S. 191. 

* 38-2 ustc | 9392, 97 F. 2d 545 (CA-9). 

“ 42-2. ustc $9585, 45 F. Supp. 711 (DC 
Cal.). 
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There are at least four other cases 
which are often cited for the proposi- 
tion that a taxpayer may not change 
his method of accounting without first 
obtaining the Commissioner’s consent. 
They are Pacific National Company v. 
Welch,** Ross B. Hammond, Inc. v. 
Commissioner,*© Shoong Investment 
Company v. Anglim * and Pacific Veg- 
etable Oil Corporation.” These cases 
so hold, but they do not support the 
position of the Service in Rev. Rul. 
59-285 since each of these cases deals 
with an attempted change from one 
proper method of accounting to an- 
other proper method of accounting. 


In Pacific National Company v. 
Welch, taxpayer, in its income tax re- 
turn for 1928, reported the profit from 
sales of real estate lots on the “de- 
ferred payment method.” ‘That is, it 
determined profit to be the amount of 
cash received in 1928 plus the amounts 
later to be paid, reduced by the total 
cost of the lots and improvements and 
expenses of sale. In 1931 taxpayer 
filed a claim for refund of 1928 tax on 
the ground that the sales had been 
made on the installment basis. The 
Supreme Court, in affirming the Ninth 
Circuit,** held that taxpayer, after ex- 
piration of the time within which its 
return was to be made, could not 
change its election as to which method 
to use in reporting income from the 
sales. 


In Ross B. Hammond, Inc. v. Com- 
missioner, taxpayer, engaged in the 
business of building construction, kept 
its books and filed its tax returns on 
the accrual basis, except that for 1931 
and prior years it reported income 
from long-term contracts on the com- 
pleted contract. basis. In 1932 tax- 
payer’s operations resulted in a loss 

“CCH Dec. 21,663,.26 TC 1 (1956), rev'd 
on other issues, 57-2 ustc J 9823, 251 F, 2d 


682 (CA-9). 


* Pacific’ National Company v. Welch, 37-2 
ustc § 9445, 91 F, 2d 590 (CA-9). 


June, 1961 @® TAXES —The Tax Magazine 








which prompted it to report as income 
for 1932 a portion of the estimated 
profit on a long-term contract begun 
that year but not completed until 1933. 
The Commissioner determined a de- 
ficiency for 1933 by including in that 
year’s income the entire profit from 
the long-term contract completed in 
1933. His determination was 
tained by the Board of Tax Appeals * 
and its decision was affirmed by the 
Ninth Circuit because taxpayer failed 
to secure the Commissioner’s consent 
to change from the completed contract 
basis to the percentage of completion 
basis. 


sus- 


In Shoong Investment Company v. 
Anglim, taxpayer prior to 1937 kept 
its books on a basis neither strictly 
cash receipts and disbursements nor 
accrual, but consistently filed its tax 
returns on the cash basis. In 1937 
taxpayer sold certain capital assets 
and realized a large gain which for the 
first time placed it in the category of 
a personal holding company. To avoid 
the personal holding company surtax 
on its income for 1937, taxpayer set 
up a reserve for federal income and 
excess profits tax and claimed it as a 
deduction on the ground that it was 
filing its tax return on the accrual 
basis. The remaining income was dis- 
tributed in dividends to taxpayer’s 
stockholders. The Commissioner dis- 
allowed the deduction for taxes and 
determined a deficiency on the ground 
that taxpayer was on the cash basis 
and therefore could not deduct unpaid 
taxes. The District Court sustained 
the Commissioner’s determination be- 
cause taxpayer did not secure his con- 
sent to change its general or underlying 
method of accounting from the cash 
basis to the accrual basis.. An oppo- 
site result was reached by the Court 
of Appeals for the District of Colum- 
bia in Commissioner v. Clarion Oil Com- 
pany,°® on the ground that a taxpayer’s 


method of accounting did not affect the 
applicability of the provision which 
permits, for the purpose of the per- 
sonal holding company surtax, a de- 
duction for taxes paid on income. It 
was not necessary to consider the 
change in method of accounting regu- 
lation, for it could have no application 
under the court’s view of the case. 


In Pacific Vegetable Oil Corporation, 
taxpayer, engaged in the business of 
manufacturing vegetable oils, kept its 
books and filed its tax returns on the 
accrual basis. Taxpayer sold copra 
under contracts which specified the 
number of tons purchased “5 per cent 
more or less” and the price per ton. 
Under the copra sales contracts the 
buyer paid 95 per cent of the invoice 
price under a sight draft before the 
shipment reached its destination, and 
final settlement was made after un- 
loading the shipment and determining 
its weight at the end of transit. Prior 
to 1949 taxpayer reported as income 
the entire invoice price of copra sales 
contracts which had been executed 
and shipped during the taxable year. 
Also, prior to 1949 taxpayer treated 
as an expense of sale the amount of 
the adjustment in the charge to the 
buyer for the difference between the 
tons specified in the sales contract and 
the landed weight of the shipment. If 
the copra was shipped at the end of 
one year and received at’ the begin- 
ning of the next year, the aforemen- 
tioned expense would be deducted in 
a year different from the year in which 
the invoice price was reported. Com- 
mencing in 1949 taxpayer, after ship- 
ment of the copra, included in income 
for the year of shipment only 95. per 
cent of the invoice price, and subse- 
quently it included any additional pay- 
ments of the buyer made after landed 
weight was determined. ‘This caused 
the Commissioner to determine a de- 
ficiency for 1949 by including in in- 








Ross B. Hammond, Inc., CCH Dec. 9748, 
36 BTA 497 (1937). 
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” 45-1 ustc 9218, 148 F. 2d 671 (CA of 
DC). 
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come the entire invoice price of the . 


copra sales contracts. His determina- 
tion was sustained by the Tax Court 


because the’ new system adopted in . 


1949 constituted a change. in taxpay- 
er’s method of accounting. The Tax 


Court held that under accrual basis. 


principles’it was proper to include the 
entire amount of the invoice price in 
income at the time of. shipment. The 
Tax Court reasoned that taxpayer’s 
right to receive was fixed under the 
copra sales contracts and the amount 
of the payment was also determined, 
even though adjustment could be 
made in the invoice price after deter- 
mination of the landed weight. This 
was only part of taxpayer’s warranty 
that it would deliver the quantity 
called for by the sales contract and if 
the quantity unloaded at the end of 
transit was less, the buyer was not 
charged for such goods. Taxpayer 
was not allowed to accrue as a deduc- 
tion for 1949 the amounts of future 
adjustments in the invoice prices be- 
cause such amounts were contingent. 


Revenue Ruling 59-285 purports to 
“clarify” two other revenue rulings— 
Rev. Rul. 57-13 * and Rev. Rul. 58-24,” 
In Rev. Rul. 58-24, taxpayer was on 
the accrual basis, except that prior to 
1953 it deducted vacation pay on the 
cash basis. In 1953 taxpayer, con- 
sistent with prior. practice, deducted 
vacation pay which accrued in 1952 
but was paid in 1953. Taxpayer also 
deducted, in 1953, vacation pay which 
was accrued at the end of the year 
but had not been paid. This was a 
change in his accounting practice. The 
Service ruled that the deduction in 
1953 of vacation pay which accrued in 
1952 but was paid in 1953 was not an 
allowable deduction for 1953, but. tax- 
payer would nevertheless be able to 
make an adjustment for 1952 for that 
item under the Mitigation. of Limita- 

* 1957-1 CB 552. 


* 1958-1 CB 318. 
* Secs. 1311-1315. 


524 


June, 1961 @ 


tions provisions of the 1954 Code.** 
Revenue Ruling 57-13 was to the same 
effect except that New Jersey prop- 
erty taxes. were involved rather than 
vacation pay, and the Mitigation of 
Limitations provisions of the 1939 
Code ** were applicable. 


These rulings correctly held that the 
taxpayers involved could correct their 
accounting errors. But this had the 
effect of substantially weakening the 
position of the Service in those cases 
where it was trying to prevent tax- 
payers from correcting accounting errors 
by. arguing that they were attempting 
to change their methods of accounting 
and had not secured the Commissioner’s 
consent to do so. The Service there- 
fore “clarified” the prior rulings with 
Rev. Rul. 59-285. “Obliterated” would 
be a more accurate way to describe 
its action. 


Internal Revenue Code of 1954 


Application of Revenue Ruling 59-285 
to 1954 Code years has substantially 
more basis for support than it does 
for 1939 Code years. The reason for 
this is that the 1954 Code now specifi- 
cally provides that taxpayers may 
compute taxable income under hybrid 
methods of accounting permitted by 
the regulations.” 


The provisions of Section 41 of the 
1939 Code were continued in the 1954 
Code as Sections 446(a) and (b). 

Sections 446(c), (d) and (e) were 
added to the 1954 Code. 

Section 446(c) sets forth the per- 
missible methods of accounting tax- 
payers may use in computing taxable 
income under the 1954 Code. They 
are: (1) cash receipts and disburse- 
ments method; (2) accrual method; 
(3) any other method permitted by 
the Code; and (4) any combination of 


* Sec. 3801. 
® Sec. 446(c) (4). 
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the foregoing methods permitted under 
regulations prescribed by the Secre- 
tary or his delegate. 


Section 446(d) allows taxpayers 
engaged in. more than one trade or 
business to use a different method of 
accounting for each trade or business, 
and, as was mentioned at the begin- 
ning of this article, Section 446(e) re- 
quires taxpayers who change their 
method of accounting to secure the 
consent of the Commissioner before 
computing their taxable income. 


The term “method of accounting” 
as used in Section 446, by its very 
wording, refers to “permissible” methods 
of accounting,®® that is, general or 
underlying methods of accounting au- 
thorized by the 1954 Code, or the 
special treatment of items of income 
or expense authorized by the 1954 
Code. Thus, the statement in the 
regulations that the term “method of 
accounting” as used in Section 446 in- 
cludes the accounting treatment of 
any item,” is, in this writer’s opinion, 
incorrect and improper. Moreover, if 
“method of accounting” included the 
accounting treatment of any item, then 
“change in method of accounting” 
would include a change in the account- 
ing treatment of any item. But the 
latter is in direct conflict with the 
legislative history of Section 446(e)°* 
and is in apparent conflict with the 
regulations pertaining to changes in 
method of accounting.®® 


The cash receipts and disbursements 
method and the accrual method are, 
of course, permissible methods of ac- 


*S. Rept. No. 1622, 83d Cong., 2d Sess., 
p. 300 states: “In subsection (c) [of Sec- 
tion 446] the permissible methods of account- 
ing subject to the provisions of subsections 
(a) and (b) are enumerated.” (Italics sup- 
plied.) 

* Reg. Sec. 1.446-1(a) (1). 

*“A change in the method of accounting 
is a substantial change as distinguished 
from each change in the treatment of each 
item.” S. Rept. No. 1622, 83d Cong., 2d 
Sess., p. 300. 
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counting. Other methods permitted 
by the 1954 Code and the regulations 
thereunder include the installment 
method, crop method,* and long- 
term contract methods.® In addition, 
special methods of accounting for par- - 
ticular items of income and expense, 
such as prepaid subscription. income, 
depreciation, and research and experi- 
mental expenditures, are authorized 
under other sections of the 1954 Code.** 


The regulations ** provide that hybrid 
methods of accounting are permissible 
if they clearly reflect income and are 
consistently used. Where a combina- 
tion of methods of accounting in- 
cludes any special methods, such as 
the installment method, crop method, 
or long-term contract methods, the 
taxpayer must comply with the re- 
quirements relating to such special 
methods. The regulations then give 
several examples of permissible and 
nonpermissible hybrid methods of ac- 
counting. A taxpayer using an ac- 
crual method of accounting with 
respect to purchases and sales may 
use the cash method in computing all 
other items of income and expense. 
However, a taxpayer who uses the 
cash method of accounting in com- 
puting gross income from his trade 
or business shall use the cash method 
in computing expenses of such trade 
or business. Similarly, a taxpayer 
who uses. an accrual method of ac- 
counting in computing business ex- 
penses shall use an accrual method 
in computing items affecting gross 
income from his trade or business. 


*“A change in the method of accounting 


includes a change in the treatment 
of a material item.” Reg. Sec. 1.446-1(e) 
(2) (i). 


© 1954 Code Sec. 453. 

™ Reg. Sec. 1.61-4; Reg. Sec. 1.162-12. 
” Reg. Sec. 1.451-3. 

® 1954 Code Secs. 455, 167 and 174. 

* Reg. Sec. 1.446-(c) (1) (iv). 
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The regulations also provide that 
the Commissioner may authorize a 
taxpayer to adopt or change to a 
method of accounting permitted by 
the Code although such method is 
not specifically described in the regu- 
lations, if income is clearly reflected 
by the use of such method; or the 
Commissioner may authorize a tax- 
payer to continue the use of a method 
consistently used by the taxpayer, 
even though not specifically authorized 
by the regulations, if income is clearly 
reflected by the use of such method. 

This is the extent of the regula- 
tions prescribed by the Commissioner 
with respect to hybrid methods of 
accounting. 


If “method of accounting” as used 
in Section 446 refers to permissible 
methods of accounting, as this writer 
believes it does, then logically the 
1954 Code would require a taxpayer 
to secure the Commissioner’s consent 
only when he wished to change a 
permissible method of accounting used 
by him in computing income... He 
would not have to secure. the Com- 
missioner’s consent to correct an ac- 
counting error, that is, to change from 
an improper nonpermissible way of 
accounting for an item of income or 
expense (whether material or not) to 
a proper permissible way of account- 
ing for such item. 


The regulations appear to conflict 
with this conclusion. They provide 
that a change in method of accounting 
includes a change in the treatment of 
a material item.® Accordingly, if a 
taxpayer (who used inventories) de- 
ducted expenses on the accrual. basis 
but reported sales on the cash basis, 
the regulations would prevent him 
from conforming his treatment of sales 
to the accrual basis. The regulations 
would require him to continue using 
his hybrid method of accounting even 


® Reg. Sec. 1.446-1(e)(2) (i). 
* Cited at footnote 39. 
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though it was not a “permissible” 
hybrid method. This writer believes 
that the regulations in such situation 
should be held invalid since otherwise 
they would conflict with Section 
446(c) of the Code: They would re- 
quire the taxpayer to use a nonper- 
missible and unauthorized method of 
accounting. This belief is supported 
by the fact that the Commissioner 
could undoubtedly require the tax- 
payer to make the change if he so 
desired because taxpayer’s method of 
accounting is not a “permissible” 
method within the regulations pre- 
scribed under authority of Section 
446(c)(4). See Goodrich v. Commis- 
sioner; ®° Commissioner v. Mnookin’s 
Estate; *' Hygienic Products Company 
v. Commissioner.®* 

A taxpayer who employs the ac- 
crual method in all respects except for 
one item of expense, such as vacation 
pay, which he accounts for on the 
cash method, should under the 1954 
Code and regulations be able to con- 
form his treatment of vacation pay to 
the accrual method if vacation pay is 
not. a material item. If vacation pay 
is material, the regulations require 
the taxpayer to secure the Commis- 
sioner’s consent before he conforms 
his treatment of that item to the ac- 
crual method. Whether the Commis- 
sioner can prevent him from making 
the change is debatable. The tax- 
payer can make a persuasive argu- 
ment that the regulations, as applied 
to his factual situation, are invalid 
because they require him to use a 
hybrid method of accounting which is 
not authorized by the regulations; 
under Section 446(c) (44), the only 
permissible hybrid methods are those 
“permitted under regulations pre- 
scribed” by the Commissioner. 

The concept of materiality raised 
by the regulations under Section 
446(c) introduces something new to 





* 50-2 ustc 9431, 184 F. 2d 89 (CA-8). 


* Cited at footnote 15. 
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the change in method of accounting 
field. As is typical, the Service does 
not attempt to define materiality or 
set any ground rules for determining 
whether an item is “material.” 


The concept of materiality is espe- 
cially detrimental to large taxpayers. 
For example, a very large corporation 
which employs the accrual method in 
all respects except for vacation pay, 
which it accounts for on the cash basis, 
must argue that a quarter of a million 
dollars in fully earned but unpaid va- 
cation expense is not a material item. 
Percentage-wise, the amount would 
probably not be material since it 
might be less than one tenth of 1 per 
cent of total expenses for the year. 
But it is unlikely that the Service 
would ever concede that a quarter-of- 
a-million-dollar item was not material. 


Conclusion 


Under the 1939 Code, the weight 
of authority supports the view that 
taxpayers must secure the Commis- 
sioner’s consent only if they wish to 
change their general or underlying 
method of accounting or if they wish 
to change a specially authorized way 
of accounting for an item of income 
or expense. Taxpayers may correct 
accounting errors so that there is an 
adherence to the method of account- 
ing regularly employed in ‘keeping 
their books. The result under the 
1954 Code should be the same, espe- 
cially since Section 446(c) was in- 
tended to codify the regulations under 
the 1939 Code. However, there is one 
big difference. Under the 1939 Code 
there were only two general or under- 
lying methods of accounting permitted 
by the Code—cash and accrual—whereas 
under the 1954 Code, there are three 
general or underlying methods of ac- 
counting permitted by the Code—cash, 
accrual and hybrid (combinations of 
the two). The hybrid method of ac- 
counting concept injected into the 
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1954 Code will undoubtedly result in 
there being fewer “accounting errors” 
committed by taxpayers, for in many 
cases, what formerly would have been 
an “accounting error” will no longer 
be one because it is consistent with 
and adheres to the permissible hybrid 
method of accounting regularly used 
by the taxpayer in keeping his books. 


The 1954 Code provided that the 
Commissioner should prescribe in the 
regulations the permissible hybrid 
methods of accounting. This he did 
in a very general manner which, of 
course, will permit the Commissioner 
to confront every taxpayer. who at- 
tempts to change the accounting treat- 
ment of an item of income or expense 
with the argument that he can’t make 
the change because taxpayer’s. prior 
accounting practice was simply a part 
of taxpayer's hybrid method of ac- 
counting. In appropriate situations 
the taxpayer will be able to make the 
counter-argument that his hybrid 
method of accounting is not one of the 
hybrid methods permitted under the 
regulations prescribed by the Com- 
missioner and therefore he is using a 
method not unauthorized by the Code 
and thus may change to one of the 
authorized methods without securing 
the Commissioner’s consent. If the 
courts agree with this argument and 
strictly construe the regulations, the 
Commissioner will be forced to revise 
the regulations and make some defi- 
nite ground rules concerning hybrid 
methods of accounting. This would 
make more definite the general rules 
pertaining to methods of accounting, 
and the vast majority of taxpayers 
would then be able to know whether 
or not their methods of accounting 
were authorized by the 1954 Code; 
and thus whether or not they would 
have to receive the consent of the 
Commissioner in order to change their 
accounting practice as to a particular 


item. [The End] 
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Income Tax Considerations 
in Trademarks and 
Unfair Competition 


By JOHN R. COHAN 


This article is based on a chapter which the author has contributed 
to the specialty handbook, Legal Protection Against Unfair 
Competitive Practices, which is being distributed by the California 
State Bar's Continuing Education of the Bar program 

to registrants in the February, 1961 series. Mr. Cohan is 
associated with the law firm of Irell & Manella in Los Angeles. 


NTIL THE ENACTMENT of Section 177 of the Internal Reve- 

nue Code on June 29, 1956, it was well settled that the cost of 
acquiring a trademark was a capital expenditure. Thus, the expenses 
of acquisition were not deductible as ordinary and necessary business 
expenses. Stuart Company, CCH Dec. 17,762(M), 9 TCM 585, (1950), 
aff'd per curiam, 52-1 ustc § 9236, 195 2d 176 (CA-9). Moreover, 
the cost of a trademark could not be amortized or depreciated since 
such a mark has an indefinite life and in all likelihood will increase 
rather than decrease in value over the years. Rainier Brewing Com- 
pany, CCH Dec. 15,228, 7 TC 162 (1946), aff’d per curiam, 48-1 UsTc 
J 9134, 165 F. 2d 217 (CA-9), rehearing den., 48-1 ustc J 9184, 166 F. 
2d 324. Taxpayers were not able to avoid this rule by pointing to the 
limited period of registration under the various registration statutes, 
as a trademark arises under common law independent of the regis- 
tration statutes. There was some suggestion in the cases that the cost 
of the registration itself might be written off over the life of the 
registration, but the Internal Revenue Service took the contrary 
position. See Rev. Rul. 55-158, 1955-1 CB 319. 


Section 177 of the Internal Revenue Code was designed to change 
these rules in certain areas, but it will be seen that these long existing 
principles continue to control in the numerous areas where Section 177 
does not apply, or if its benefits are not elected. U. S. Treas. Reg. 
1.177-1(a)(4). Moreover, the State of California has no comparable 
provision so that the federal case law developed before the enactment 
of the section applies. See Bock, 1960 Guidebook to California Taxes, 
{ 310. Section 177 is a relief statute but has created a number of traps 
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for the unwary, and the choice whether 
to elect to come within its provisions 
may sometimes be a difficult one. 


Amortization 
Under Section 177 


Section 177 permits the taxpayer to 
elect to treat certain trademark and 
trade-name expenditures incurred after 
December 31,- 1955, as deferred ex- 
penses (rather than capital expendi- 
tures) which may be amortized over a 
period of not less than 60 months. 
Thus, a taxpayer who incurs attorneys’ 
fees and registration costs of $600 in 
establishing a trademark may elect to 
deduct on his federal income tax re- 
turns $10 per month for 60 months, $5 
per month for 120 months, etc. Under 
Section 177 only “trademark or trade- 
name expenditures” may be amortized. 
To qualify as such, an expenditure 
must meet each of the following three 
tests: (1) be directly connected with 
the acquisition, protection, expansion, 
registration or defense of a trademark 
or trade name; (2) be chargeable to 
capital account ; and (3) not be part of 
the consideration paid for a trade- 
mark, trade name or business. 


Each of these requirements will be 
discussed in detail below. 


The Senate committee report indi- 
cates that the purpose of the section is 
to eliminate the undue advantage en- 
joyed by large firms having their own 
house counsel over small firms hiring 
independent counsel or other talent to 
develop and defend a_ trademark. 
Large firms were permitted to deduct 
the entire compensation paid to their 
counsel even though a portion of his 
time was spent on trademark matters, 
since it was not possible to segregate 
compensation paid for these services. 
Small firms, on the other hand, had 
to engage independent counsel in trade- 
mark matters whose compensation 
could be readily identified and disal- 
lowed as a deductible expense. Thus, 
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the election to amortize such an ex- 
penditure under Section 177 was de- 
signed to eliminate a hardship suffered 
by small companies. Senate Commit- 
tee Report #1941 (1956) 84th Cong., 
2d Sess., p. 8. 


Expenses of acquisition, etc.—As 
indicated above, to qualify for the 
favorable treatment under Section 
177, a trademark or trade-name ex- 
penditure must be “directly connected 
with the acquisition, protection, ex- 
pansion, registration (federal, state or 
foreign) or defense of a trademark or 
tradename.” Neither the statute, 
committee reports or regulations give 
any indication of what is needed for 
a “direct connection.” 


The term “acquisition.”—It is clear 
that attorneys’ fees, artists’ fees and 
registration fees incurred to create a 
trademark qualify as costs of acquisi- 
tion. Likewise, legal expenditures in- 
curred to ascertain that a particular 
trademark which the taxpayer pro- 
poses to use is available and legally 
valid are encompassed by this term. 
(In the event the attorney determines 
that the mark is not available, his fees 
are deductible as a loss.) 


The cost of consulting a public re- 
lations firm or advertising agency to 
determine which one of several pro- 
posed marks is most likely to get a 
favorable reaction also appears to be 
within the cost of acquiring a trade- 
mark. However, similar expenditures 
to obtain advice on the packaging or 
dress of the product present some dif- 
ficulties. Suppose, for example, that 
your client, a bright young chemist, 
has just discovered a new vitamin 
formula which he proposes to call 
“Dr. Squigley’s Pep Pills.” Your 
client consults a public relations firm 
to determine whether a green or red 
package is likely to sell a greater 
quantity of pills, and whether the 
bottle should be tall and thin or short 
and fat. Whether the fee of the pub- 
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lic relations firm will be amortizable 
will probably depend upon the in- 
genuity of the consultant. If the de- 
sign recommended by the consultant 
is so distinctive that the dress itself 
becomes the trademark for Dr. Squig- 
ley’s Pep Pills, the cost of creating 
the dress will be amortizable under 
Section 177. There is some question 
whether the fee is amortizable if the 
dress is not distinctive enough to 
qualify as a technical trademark. but 
the package ultimately acquires a 
secondary meaning. Since such second- 
ary meaning may not arise except 
after the close of the taxable year, the 
interesting but unanswered question 
is presented whether the taxpayer 
may rely on events occurring after 
the close of the taxable year to sup- 
port the amortization of expenses in 
the year paid or incurred. If the 
package is distinctive enough to make 
it probable that it will acquire a 
secondary meaning, the expenses ought 
to qualify under Section 177. But see, 
for example, Morton Frank, CCH Dec. 
19;702, 20 TC 511 (1953), (case of 
finding new business). In any event, 
if the dress is not a technical trade- 
mark, and does not acquire a second- 
ary meaning, Section 177 will not apply 
and the fee paid the consultant may 
be a capital expenditure for an item 
having an indefinite life. The cost of 
general advice from a public relations 
firm not yielding an asset of perma- 
nent value, on the other hand, is cur- 
rently deductible as an ordinary and 
necessary business expense and en- 
tirely outside of the scope of Section 
177. Moreover, the cost of developing 
the formula may be deductible as a 
research and experimental expenditure 
under IRC Section 174, while the cost 
of developing the dress apparently 
does not so qualify. See U. S. Treas. 
Reg. 1.174-2(a) (1). 


Other terms.—Both the scope of 
the words “protection and defense” 
for the purpose of Section 177 and the 
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problems relating to the tax treatment 
of costs incurred to protect or defend 
a trademark are discussed in the sec- 
tion relating to trademark and trade- 
name infringement litigation. 


The statute itself states that ex- 
penses incurred in registering the 
trademark either with the federal 
government, a state, or a foreign 
government will qualify for favorable 
treatment. The word “foreign” ap- 
parently includes registration both on 
the national and local level of govern- 
ment of a foreign country. 


Taxpayers will undoubtedly attempt 
to give a broad meaning to the term 
“expansion” in the statute. Clearly, 
expenditures incurred to use a trade- 
mark in a new territory or in connec- 
tion with a new product will qualify. 
For example, a bakery using a certain 
trademark in connection with its bread 
may want to reregister the mark be- 
fore using it in connection with cookies 
or other bakery products. However, 
controversies will arise when tax- 
payers seek to qualify as expenses of 
expansion payments made to have an- 
other desist from using a similar mark 
in connection with related products. 


Capital nature of expense.—Unless 
an expenditure is properly chargeable 
to a capital account in the absence of 
Section 177, the section will not apply. 
Thus, an expenditure which is cur- 
rently deductible may not instead be 
amortized by the taxpayer at his 
election. 


The question whether an expendi- 
ture is currently deductible in whole 
or in part is most likely to arise in the 
case of an advertising campaign to 
establish and: promote a trademark. 
While the courts have recognized that 
advertising campaigns do to some ex- 
tent have a permanent value, it has 
been. held that the expenses of ad- 
vertising are deductible for income 
tax purposes in the year paid or in- 
curred. The principal reason given 
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the purpose of the statute was to re- 
move the inequity of permitting large 
corporations to deduct as part of their 
payroll attorneys’ fees, artists’ fees, 
etc., while small corporations were 
not able to do so because the expendi- 
tures were readily identifiable. Clearly, 
a payment to another, even if by a 
large corporation, to refrain from us- 
ing a trademark is readily identifiable. 
Thus, such payment may well be out- 
side the scope of the relief which 
Congress intended to give in Section 
177. Even though the attorneys’ fees 
incurred by A were connected with 
trademark infringement litigation and 
deductible according to a_ broadly 
worded example in the regulation, the 
government may take the position 
that the attorneys’ fees merely in- 
creased the cost of the “purchase.” 


A’s case for amortizing the ex- 
penditure will be improved if in the 
settlement B admits that he had no 
right to use the name instead of 
merely agreeing to refrain from using 
the name. Such an acknowledgment 
by B hampers the argument that A 
acquired any rights since B admits 
that he had none. Thus, analogy can 
be drawn to cases holding that legal 
costs in evicting a trespasser are cur- 
rently deductible. See Bliss v. Com- 
missioner, 3 ustc J 928, 57 F. 2d 984 
(CA-5, 1932), approved in Campbell v. 
Fields, 56-1 ustc J 9233, 229 F. 2d 197 
(CA-5). B, on the other hand, will 
have ordinary income rather than 
capital gain unless he can demonstrate 
that a sale or exchange has occurred. 
See Jack Rosenzweig, CCH Dec. 12,877, 
1 TC 24 (1942), acq., 1943 CB 19. 


Purchase of a business.—The ac- 
quisition of a going business will often 
include a trademark or the name of 
the business as well as its physical 
assets and good will. The seller will 
want to allocate the bulk of the pur- 
chase price to those items which yield 
capital gain, while the purchaser will 
desire to allocate the bulk of the pur- 
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chase price to those items which can 
be written off against income, that is, 
items other than trademarks. In the 
absence of an allocation of the pur- 
chase price by the parties, the govern- 
ment may take inconsistent positions 
with the two taxpayers involved and 
let the parties fight it out in the Tax 
Court between them. An agreed 
upon allocation of the total price may 
be of more significance than a change 
in the price and will often preclude 
costly disputes later. However, if the 


seller is not concerned with the al- 
location of the purchase price as in 
the case of a sale in which gain is not 
recognized to the seller under IRC 
Section 337, the government may look 
upon the allocation with suspicion. 


While an unreasonable allocation 
will not be binding for income tax 
purposes, both parties to the sale of 
the business may be amenable to re- 
solving reasonable doubts in valuation 
toward the allocation of a relatively 
small part of the purchase price to the 
trademark or trade name being sold. 


The sale of a business and its trade- 
marks or trade name will frequently 
be accompanied by a covenant not to 
compete. The cost of such a cove- 
nant will be amortizable by the buyer 
over its life, but. will constitute ordi- 
nary income to the seller. While the 
majority of courts have tended to 
examine independently the portion, if 
any, of the price allocable to such 
covenants, the tendency of the more 
recent cases is to honor a reasonable 
allocation made by the parties. Fora 
discussion of the tax problems engen- 
dered by covenants not to compete, 
see Wolfen, Covenants Not to Compete, 
1960 University of Southern Califor- 
nia Tax Institute. 


The requirement of an expenditure. 
—Section 177 permits the amortiza- 
tion only of certain “expenditures.” 
Thus the amortization of a new basis 
acquired upon inheritance of a trade- 
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is that it is impossible to determine 
with any reasonable certainty the 
portion of an advertising expenditure 
which builds up permanent good will 
rather than increasing current sales. 
Moreover, the public tends to have 
a short memory in the matter of ad- 
vertising. F. E. Booth Company, CCH 
Dec. 6443, 21 BTA 148 (1930). 


This principle was recently. reaf- 
firmed in the celebrated: case of Sani- 
tary Farms Dairy, Inc., CCH Dec. 
21,376, 25 TC 463, acq. 56-2 CB 8. In 
that case, the owner of a large dairy 
was permitted to deduct the cost of 
an African safari used by the taxpayer 
to promote his business. The Com- 
missioner, in addition to maintaining 
that the expense of the safari was a 
personal one,. maintained that the 
bulk of the expenditure, if it consti- 
tuted legitimate advertising expense, 
should be spread out over a number 
of years. The Tax Court permitted 
the entire deduction in the year paid 
stating that advertising expenses are 
normally deductible in the year paid 
or accrued. 


While the value of a trademark is 
often determined in part by the amount 
of advertising expense paid in connec- 
tion with its promotion, it appears 
unlikely that the Commissioner would 
ever be successful in establishing to 
the satisfaction of a court that any 
part of such expenditure should be 
capitalized. Thus, advertising ex- 
penses being currently deductible are 
not within the scope of Section 177. 


The question. whether expenses in 
connection with litigation are prop- 
erly chargeable to the taxpayer’s 
capital account is discussed below. 


The purchase exception.—The third 
requirement for amortization under 
Section 177 is that the expenditure 
not be a part of the consideration paid 
for an existing trademark, trade name 
or business. 
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Scope of the term “purchase.”—The 
Regulations make it clear that the 
cost of purchasing an existing com- 
petitive trademark to protect or ex- 
pand a previously owned trademark 
will not qualify for amortization un- 
der Section 177. U.S. Treas. Reg. 
1.177-1(b) (1) (iii). Naturally, the cost 
of a right to use a trademark for a 
limited period may be written off over 
the life of such right without resort 
to Section 177. The Regulations also 
provide that Section 177 is not appli- 
cable to. “expenditures paid or incurred 
for an agreement to discontinue the 
use of a trademark or tradename (if 
the effect of the agreement is the 
purchase of a trademark or trade- 
name).” Interesting questions will 
doubtlessly arise in this area. 


Suppose, for example, that A has 
been using the name “Goopy Goo” on 
its candy bars for a number of years 
(and that the name has acquired a 
well-established secondary meaning). 
In 1960, B commences to manufacture 
a new candy bar using the name 
“Gooey Goop.” A seeks to enjoin B, 
but a settlement is reached under 
which A pays B $20,000 for B’s agree- 
ment to refrain from using the name 
“Gooey Goop” or any similar name 
in connection with candy bars. Has 
A by making this settlement “in effect 
purchased” the name “Gooey Goop”? 
It would appear that he has not, but 
that A merely protected the name 
which he already has. Moreover, by 
the settlement, A has not acquired any 
right in the name “Gooey Goop” as 
against third parties. The taxpayer, 
far from having acquired anything, 
has merely protected or expanded his 
existing trademark, so that the $20,000 
payment ought to be amortizable un- 
der the section. 


The Treasury, however, may well 
take the opposite position in light of 


the regulation quoted above. There 
is merit in the contrary position in 
that the legislative history shows that 
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mark, the dissolution of a corporation 
or similar circumstances is apparently 
not permitted under Section 177. 


Method of Amortization 


Assuming an expenditure qualifies 
for amortization under Section 177, 
the taxpayer may amortize the pay- 
ment over .a period of not less than 
60 contiguous months. The first month 
during which amortization is taken 
is the first month of the taxable year 
during which the expenditure is paid 
or incurred. 

For example, suppose the taxpayer 
uses a calendar year for tax purposes 
and hires A, an artist, tc design a 
trademark. On December 29, 1960, 
he pays him $1,000 for his services 
rendered during the year, and properly 
elects to amortize the expenditure 
over a 60-month period. Amortiza- 
tion will begin with January 1, 1960, 
the first month of the taxpayer’s year 
during which the expenditure was 
paid or incurred, and the taxpayer 
will be able to deduct $200 on his 
1960 income tax return. (For a tax- 
payer on the cash method of reporting 
income, the month during which pay- 
ment is made controls. On the other 
hand, for an accrual method taxpayer, 
the month during which the liability 
to pay becomes fixed is crucial.) 

Once the number of months over 
which to amortize the expense has 
been chosen by the taxpayer, the pe- 
riod may not be subsequently changed. 
U. S. Treas. Reg. 1.177-1(a) (2). Thus, 
if in 1961 the taxpayer in the above 
example decides he would like to 
amortize the remaining $800 of the 
artist’s fee over a ten-year period, he 
will not be permitted to do so. How- 
ever, separate elections may be made 
by the taxpayer for each separate 
trademark or trade-name expenditure 
and a different period of amortization 
may be chosen for each separate ex- 
penditure. U.S. Treas. Reg. 1.177-1 


(a) (3). 
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The Regulations are not clear as to 
what is meant by a “separate” trade- 
name expenditure. It is obvious that 
the expenditures incurred under sepa- 
rate employment agreements in con- 
nection with two different trademarks 
are separate trademark expenditures. 
Suppose, however, that during 1960 
the taxpayer on advice of his lawyer 
hires an artist to design five possible 
trademarks, one of which is intended 
to be used to market a new product, 
The artist’s charge is $1,000 per trade- 
mark. Thereafter, one trademark is 
selected. While it is possible to argue 
that the $4,000 cost of the four unused 
trademarks is deductible as a loss, 
it appears that the full $5,000 should 
be capitalized as the cost of acquiring 
one trademark, amortizable under Sec- 
tion 177. 


A more practical problem is whether 
different expenditures in connection 
with the same trademark constitute 
separate trademark expenditures for 
purposes of Section 177. Suppose, 
for example, that the taxpayer in 1959 
pays A the sum of $2,000 to design 
a trademark. In 1960 he pays B, his 
attorney, $1,500 to advise whether the 
trademark is a valid one and to take 
the necessary steps to register it. It 
would appear that such expenditures 
constitute separate expenditures, and 
that the taxpayer must commence to 
amortize each expenditure in the year 
paid or incurred. See U. S. Treas. 
Reg. 1.177-1(b)(3) example (1). It 
appears to follow that a different pe- 
riod of amortization may be selected 
for each of the foregoing expenditures. 


Method and Effect 
of Election 


Maintenance of records.—To avail 
himself of the benefits of Section 177, 
the taxpayer must maintain his books 
and records in such manner as to 
permit an identification of the charac- 
ter and amount of each expenditure 
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which the taxpayer elects to amortize, 
showing the period over which amor- 
tization will be made. U. S. Treas. 
Reg. 1.177-1(c). 


Time and manner of making the 
election.—Taxpayers will not be able 
to use Section 177 unless they file an 
election with their income tax return 
for the year in which the expendi- 
ture was paid or incurred within the 
time prescribed by law for filing the 
income tax return in question (includ- 
ing extensions thereof). The election 
must state the taxpayer’s name and 
address, the taxable year involved, the 
character and amount of each expend- 
iture to which the election applies, 
and the number of months over which 
each expenditure will be amortized. 
In addition, the taxpayer must make 
a declaration stating that he will main- 
tain records in the manner described 
above. U. S. Treas. Reg. 1.177-1(c). 
No printed form is available to make 
the election. 


Note that if the taxpayer fails to 
attach the election to the proper tax 
return or fails to file an income tax 
return on time (taking into account 
extensions of time), he will be pre- 
cluded from amortizing the cost of 
acquiring a trademark or trade name. 
Thus, a taxpayer who incurs a $50,000 
attorney fee to defend a trademark 
and who fails to make a proper elec- 
tion will get no tax benefit from such 
payment until the trademark is sold 
or abandoned. 


The election once made as to a par- 
ticular expenditure is irrevocable. U. S. 
Treas. Reg. 1.177-1(a)(1). Presum- 
ably, a taxpayer can change the election 
to a limited extent by filing an amended 
return on or before the due date of 
the return in which the election was 
made. 

There appears to be an oversight 
in the Regulations in connection with 
unamortized trademark expenditures 
which become worthless before the 
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amortization period expires. How- 
ever, it would appear that the unamor- 
tized portion of such an expenditure 
should be deductible as a loss in the 
year in which the trademark or trade 
name becomes worthless. Compare 
U. S. Treas. Reg. 1.167(a)-8. 


Disposition of Trademarks 


The two principal methods to dis- 
pose of a trademark are a sale and 
an abandonment. The tax effect of 
each of these is discussed below. 


Sale 


The sale or license of a trademark 
will yield long-term capital gain or 
loss if the taxpayer is able to meet 
the following three requirements: 


(1) The trademark must constitute 
a capital asset ; 

(2) The taxpayer must have a hold- 
ing period of at least six months; and 


(3) A “sale or exchange” must have 
occurred. 


Qualification as capital asset—A 
trademark ordinarily constitutes a cap- 
ital asset since it has an indefinite 
life and is not held for sale to cus- 
tomers in the ordinary course of busi- 


ness. See Rev. Rul. 55-694, 55-2 CB 
299. Note that a trademark is not 
an asset described in IRC Section 
1231 since its cost is amortizable under 
IRC Section 177, not Section 167. 
See IRC Section 1231(b). It is also 
interesting to note that while a busi- 
ness man may create his own trade- 
mark and consider it an artistic compo- 
sition, capital gain treatment will not be 
denied under IRC Section 1221(3) by 
reason of the mark’s artistic character, 
since a trademark is not protected 
under the copyright law. U. S. Treas. 
Reg. 1.1221-1(c). 


Holding period.— The taxpayer’s 
holding period commences no later 
than upon the establishment of the 
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trademark or trade name under state 
law, or upon its purchase. Compare 
Edward C. Myers, CCH Dec. 16,527, 
6 TC 258 (1946). Under certain cir- 
cumstances such as a tax-free incor- 
poration or tax-free reorganization, 
the taxpayer may combine his own 
holding period with that of his prede- 
cessor. See IRC Section 1223. 


Sale or exchange.—It is well set- 
tled that an outright assignment of a 
trademark or trade name or an un- 
divided interest therein constitutes 
a sale for tax purposes. US v. Adam- 
son, 47-1 ustc § 9269, 161 F. 2d 942 
(CA-9).. However, many transactions 
in the trademark field are cast in the 
form of a license. For tax purposes 
such licenses may qualify as sales 
despite the use of terminology of li- 
cense. 


The distinction between a sale and 
license (in the tax sense) is crucial 
from the seller's point of view. While 
a sale of a t mark ordinarily yields 
capital gain, a | cense invariably pro- 
duces royalties constituting ordinary 
income. Conversely, the purchaser 
of a trademark or trade name is not 
able to deduct the purchase price while 
a licensee for a limited period will 
obtain a current deduction. 


For tax purposes, a perpetual and 
exclusive license to use a trademark 
or trade name constitutes a sale. It 
makes no difference whether this li- 
cense conveys the right to use the 
trademark or trade name throughout 
the entire world or any particular 
country or state. Seattle Brewing & 
Malting Company, CCH Dec. 15,117, 
6 TC 856, aff’d, per curiam, 48-1 ustc 
f 9135, 165 F. 2d 216 (CA-9), rehear- 
ing den., 48-1 ustc { 9188, 166 F. 2d 
326. Moreover, an exclusive and per- 
petual right to use a trademark or 
trade name in a particular industry 
will yield capital gain. US v. Car- 
ruthers, 55-1 ustc { 9223, 219 F. 2d 
21 (CA-9), (patent case). Nor is a 
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sale precluded by the fact that the 
consideration payable is measured by 
the number of units sold or a percent- 
age of the net sales of the product 
using the trademark or trade name, 
rather than for a lump sum. considera- 
tion. Rose Marie Reid, CCH Dec. 
21,806, 26 TC 622, acq., 1956-2 CB 8. 


One would think that a sale for 
tax purposes requires an assignment 
or license of the trademark or trade 
name valid under state law, but the 
Tax. Court recently suggested other- 
wise. Marie Reid, cited above. 
Nevertheless, conservative practice 
would indicate that a valid assign- 
ment or license under state law should 
be insisted upon by counsel. 


It is clear that a sale will not occur 
for tax purposes if the license is either 
non-exclusive or for a limited period. 
Thomas D. Armour, CCH Dec. 20,296, 
22 TC 181, (1954) (limited period) ; 
National Bread Wrapping Company, 
CCH Dec. 23,027, 30.TC 550, (1958) 


(non-exclusive license, patent case). 


The most difficult fact situations in 
which to determine whether a sale 
or license has occurred for tax pur- 
poses are those exclusive and perpetual 
licenses where the seller attempts to 
retain various strings on a licensed 
property which typically includes both 
a patent and a trademark or trade 
name. It is clear that a sale will not 
be precluded for tax purposes merely 
because the taxpayer retains legal title 
to the trademark for security pur- 
poses, reserves the right to consent to 
an assignment thereof and retains the 
right to terminate the license in the 
case of non-performance by the ex- 
clusive licensee. Seattle Brewing Com- 
pany, cited above. 


To protect his interest in a licensed 
trademark and avoid a constructive 
abandonment, a licensor must main- 
tain certain quality controls. Such 
controls may include the right to train 
key personnel, to approve location of 
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outlets, to exclusively furnish certain 
basic ingredients of the products sold, 
to supervise quality, etc. Where such 
rights are reserved the cases are in 
conflict as to the tax results of the 
transaction. The Tax Court and the 
Ninth Circuit subscribe to the stricter 
view that under such circumstances, 
a license and not a sale has occurred. 
Compare Joe L. Schmitt, Jr., CCH 
Dec. 22,983, 30 TC 322, aff’d, 59-2 
ustc | 9718, 271 F. 2d 301 (CA-9) 
with Dairy Queen of Oklahoma, Inc. v. 
Commissioner, 58-1 ustc $9155, 250 
F. 2d 503. (CA-10). It will require 
ingenuity to avoid a constructive aban- 
donment of the trademark by virtue 
of the license, while retaining the 
plum of capital gain. 


An interesting tax accounting ques- 
tion arises in the case of an exclusive 
and perpetual license paid for accord- 
ing to the number of units produced 
or a percentage of the net profits to 
be earned. How is the seller’s basis 
for the trademark or trade name to 
be allocated? For example, suppose 
that a taxpayer has an adjusted basis 
for the name “Trix” of $50,000 and 
gives X the exclusive and perpetual 
right to use the name in connection 
with its shoes in the State of Cali- 
fornia for the price of 75 cents per 
pair of shoes sold. During the first 
year, the taxpayer receives $20,000. 
Is the taxpayer entitled to apply this 
sum against his basis and report no 
income during the year in question 
(that is, use the “cost recovery” method 
of amortization), or must he allocate 
his $50,000 basis over his anticipated 
receipts and report a portion of the 
amount received as capital gain income 
during the year. In view of the fact that 
the license is perpetual, and in the 
absence of a reasonable method of 
forecasting the total amount to be re- 
ceived under the license, the taxpayer 
should be permitted to use the cost 
recovery method. Compare U. S. Treas. 
Reg. 1.453-6(a)(2). See also recita- 
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tion of facts in Robert L. Holcomb, 
CCH Dec. 22,990, 30 TC 354 at 356 
(1958), acq., 1958-2 CB 6. Once the 
taxpayer has recovered all his cost, 
the income thereafter received will 
be wholly taxable as long-term capital 


gain. 


Treatment of the buyer of licensee. 
—It is clear that a licensee for a 
limited period will obtain a current 
deduction for the royalties paid. More- 
over, a licensee under a perpetual and 
exclusive license will be able to obtain 
a current deduction for royalties paid 
if the royalties are measured by the 
production or sales of the product to 
which the mark relates. Thus royal- 
ties of five cents per unit produced 
or equal to 1 per cent of net sales, 
payable under a perpetual and exclu- 
sive license, are deductible, even though 
the licensor may report the royalties as 
capital gain. Seattle Brewing Company, 
cited above. The deduction is permitted 
because the periodic payment creates 
no right to use the mark in the future 
without a similar payment. A lump 
sum payment for such a perpetual 
license, on the other hand, will not be 
deductible since the payment creates 
an asset of indefinite duration. More- 
over, such payment cannot be amortized 
under Section 177. The possibility 
of settling trademark infringement 
litigation by the use of a perpetual 
and exclusive license requiring per- 
petual periodic payments should not 
be overlooked. 


Measuring the gain from the sale. 
—lIf a sale in fact occurs, the seller’s 
gain or loss will be measured by the 
difference between the selling price 
and the seller’s adjusted basis for the 
trademark. His adjusted basis will 
either be his cost or the fair market 
value on a particular occasion such 
as the death of the owner, the disso- 
lution of a corporation, or the enact- 
ment of the Income Tax Laws on 
March 1, 1913, reduced by amortiza- 
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tion or losses. In determining fair 
market value of a trademark, it should 
be noted that such value is not neces- 
sarily equal to the value of the tax- 
payer’s good will. Good will is composed 
of numerous items including the trade- 
mark or trade name, the location of the 
business, customer lists and_ similar 
items. In the event the taxpayer has 
incurred a loss in connection with a 
trademark or trade name, his basis 
therefor will be reduced only by the 
portion of the loss deduction yielding 
a tax benefit. Rainier Brewing Com- 
pany, cited above. 


It should also be noted that any 
portion of the selling price which, 
in fact, represents payment for per- 
sonal services rendered by the seller 
will produce ordinary income. Rose 
Marie Reid, cited above. Moreover, any 
part of the selling price attributable 
to previously earned but uncollected 
royalties for use of the trademark or 
trade name will constitute ordinary 
income. Commissioner v, Phillips, 60-1 


ustc 9294, 275 F. 2d 33 (CA-4). 


Abandonment 


The taxpayer is entitled to an ordi- 
nary loss deduction in the year in 
which a trademark is abandoned. Such 
loss is measured by his adjusted basis 
at the time of abandonment. 


In this connection, U.S. Treas. Reg. 
1.165-2(a) provides: “A loss incurred 
in a business or a transaction entered 
into for profit and arising from the 
sudden termination of the usefulness 
in such business or transaction of any 
non-depreciable property, in a case 
where such business or transaction is 
discontinued, or where such property 
is permanently discarded from use 
therein, shall be allowed as a deduc- 
tion under Section 165(a) for the 
taxable year in which the loss is actu- 
ally sustained. For this purpose, the 
taxable year in which the loss is sus- 
tained is not necessarily the taxable 
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year in which the overt act of aban- 
donment, or the loss of title to prop- 
erty, occurs.” 


The regulation requires that the 
deduction be taken in the year the 
loss is sustained rather than in a later 
year in which an overt act of abandon- 
ment or loss of title occurs. This is 
intended to prevent the taxpayer from 
postponing the year of his loss to 
yield the maximum tax advantage. 
See Superior Coal Company, CCH Dec. 
13,586(M), 2 TCM 984 (1943), aff'd, 
44-2 ustc J 9541, 145 F. 2d 597 (CA-7), 
cert. den., 324 U. S. 864, 65 S. Ct. 913. 


While it is true that the taxpayer 
may not postpone his loss by merely 
retaining title to the property, he will 
not be permitted to deduct an aban- 
donment loss until there is both an act 
of abandonment and an. intent to 
abandon. W. B. Davis & Son, Inc., 
CCH Dec. 14,872, 5 TC 1195 (1945) ; 
Citizens Bank of Weston v. Commis- 
sioner, 58-1 ustc § 9301, 252 F. 2d 425 
(CA-4). Mere nonuse does not pro- 
duce a loss either from abandonment 
or from the other causes described in 
the Regulation quoted above. 

In the case of intangible property 
such as a trademark or trade name, 
the act of abandonment can be shown 
by resolution of the board of directors, 
the write-off of the assets on the 
books of the taxpayer and a public 
announcement in a trade paper or 
similar publication. Hazeltine Corpo- 
ration v. Commissioner, 59-1 USTC 
§] 9242, 170 F. Supp. 615 (Ct. Cls.). It 
is not sufficient merely to permit the 
registration of the trademark or trade 
name to expire since the owner’s rights 
thereto continue under common law, 
independent of the registration stat- 
utes. In the Hazeltine case, the tax- 
payer was permitted to take a loss 
deduction for a trademark in 1944, the 
year in which the corporate action 
described above was taken, even though 
the name had not been used for many 
years. Thus the Hazeltine case appar- 
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ently permitted the taxpayer to post- 
pone his loss merely by the expedient 
of failing to take the corporate action 
described above for a number of years. 
In view of the apparent conflict with 
the quoted regulation, more litigation 
can be expected in this area. 


The year in which a loss occurs is 
frequently established by a sale of the 
worthless item for its scrap value. 
This is not practical in the case of 
trademarks, as_ th« would he 
converted from an ordinary loss into 
a capital loss. IRC Section 1231 does 
not apply to trademarks. 


1OSS 


If a trademark is associated with a 
patented item and the mark becomes 
the generic name for the patented 
product, then the loss occurs upon the 
expiration of the patent, provided the 
trademark thereupon becomes public 
property. See dictum in Hazeltine 
Corporation, cited above. 


In the event the taxpayer loses his 
right to use a trademark in litigation, 
the loss occurs for tax purposes in 
the year in which the controversy is 
finally determined against him, Thus, 
a taxpayer is not permitted to deduct 
a loss upon the adverse decision. of 
the trial court from which he has ap- 
pealed. See George G. Urquhart, CCH 
Dec. 19,879 20 TC 944 (1953) rev'd on 
other grounds, 54-2 ustc { 9566, 
215 F. 2d 17, (CA-3). 


Deductibility of Attorneys’ Fees 
in Litigation 

The taxpayer will be permitted to 
deduct attorneys’ fees and costs of 
litigation if the attorneys’ services 
were directly connected with the tax- 
payer’s business (or a transaction en- 
tered into for profit), if allowance of 
the deduction would not frustrate 
public policy, and if the expenditure 
is not of a capital nature. As will be 
seen, the courts are more liberal in 
permitting the deduction of attorneys’ 
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fees than the deduction of damages, 
and in certain situations, the taxpayer 
will be allowed to deduct the one but 
not the other. 


Personal and Business Expenses 
Distinguished 

The distinction between a personal 
and business expenditure is aptly il- 
lustrated in the area of defamation. 
Attorneys’ fees incurred in an action 
for tibel or slander are deductible by 
both the plaintiff and the defendant, if 
the « were incurred to protect the 
business reputation of the taxpayer 


or the ‘axpayer made the offensive 
state in the course of his busi- 
ness, whether the taxpayer prevails 


or not. Paul Draper, CCH Dec. 21,701, 
26 TC 201 (1956), acq., 1946-2 CB 2, 
disapproved in Lewis v. Commissioner, 
58-1 ustc $9420, 253 F. 2d 821 
(CA-2). Thus, if one competitor states 
that the other sells defective merchandise 
or misrepresents its quality, the attor- 
neys’ fees incurred by both parties are 
deductible regardless of the outcome 
of the litigation. On the other hand, 
if one competitor attacks the personal 
character of the other, the attorneys’ 
fees are not deductible. For example, 
in Lloyd v. Commissioner, 3 ustc J 873, 
55 F. 2d 842 (CA-7, 1932), the tax- 
payer, a corporate executive, was 
slandered by X at a business conven- 
tion at which X defamed the tax- 
payer’s character and reputation for 
integrity, reliability and sobriety. The 
taxpayer demonstrated that the re- 
marks were brought to the attention 
of his corporation’s customers and 
competitors. Nevertheless, his attor- 
neys’ fees were held a personal expen- 
diture. Even though nearly every 
slanderous statement about an indi- 
vidual’s character affects his business 
to some extent, nevertheless, any 
expense in defending one’s good name 
is not an ordinary and necessary busi- 
ness expense. Lewis v. Commissioner, 
cited above. However, if the plaintiff 
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is successful in an action for a per- 
sonal libel, the Internal Revenue 
Service has ruled that the attorneys’ 
fees attributable to any punitive dam- 


ages he may receive are deductible. 
Rev. Rul. 58-418, 1958-2 CB 18 (1948). 


Ordinary and Necessary 
Requirement 


The Commissioner has on occasion 
sought to disallow the deduction of 
attorneys’ fees because they were not 
ordinary and necessary expenditures. 
However, he has been singularly un- 
successful in his attempts. The Su- 
preme Court early held that the cost 
of engaging an attorney is an ordinary 
and necessary expense since a suit 
ordinarily requires the employment 
of counsel and the payment of his 
charge. Thus, it is enough that the 
suit is directly connected with the 
taxpayer’s business. Samuel J. Korn- 
hauser, 1 ustc §.284, 276 U. S. 145, 48 
S. Ct. 219 (1927). 


The Supreme Court reiterated this 
rule in Commissioner v. Heininger, 44-1 
ustc 7 9109, 320 U. S. 467, 64 S. Ct. 
249. Dr. Heininger sold false teeth by 
mail and described his wares in lavish 
terms. The Postmaster General is- 
sued a postal fraud order preventing 
the dentist from using the mails. The 
taxpayer brought an action for an 
injunction and ultimately lost. Never- 
theless, the Supreme Court held that 
his attorneys’ fees were deductible as 
an ordinary and necessary business 
expense. Since the taxpayer’s busi- 
ness was threatened with destruction, 
it was normal (“ordinary”) for him 
to employ counsel. As long as the 
defense was made in good faith, it 
was helpful (“necessary” in the tax 
sense). The Commissioner's syllo- 
gism that it is not normal to sell 
merchandise by fraudulent means so 
that the litigation expenses resulting 
from this fraud were not ordinary and 
necessary, was rejected. Under our 
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system of law, the taxpayer was not 
bound to believe that the postal fraud 
order was justified until the question 
had been finally decided in the courts. 


Thus, attorneys’ fees incurred by a 
businessman accused of fraud, violat- 
ing the antitrust laws, patent. in- 
fringement or unfair competition are 
deductible whether the taxpayer is 
successful in the courts or not, unless 
the expenditure is a capital expendi- 
ture. Helvering v. Hampton, CCH Dec. 
7697-C, BTA Memo, aff’d, 35-2 ustc 
{ 9562, 79 F. 2d 358; F. Meyer & 
Brother, 4 BTA 481 (1926), acq., VI-1 
CB 4. In the Meyer & Brother case, 
the fee of an accountant in ascertaining 
the amount of damages from an alleged 
patent infringement were held deduct- 
ible before the outcome of the suit was 
known. 


Public Policy 


In our system of government under 
which all persons are presumed inno- 
cent until proven guilty, and in light 
of the constitutional guarantee of the 
right to counsel, one would think that 
it would never be against public pol- 
icy to permit an income tax deduction 
for attorneys’ fees. Nevertheless, it 
has been well settled for many years 
that a taxpayer convicted of a crime 
may not deduct such fees. Burroughs 
Building Material Company, 2 vustTc 
{| 641, 47 F. 2d 178 (CA-2, 1931). The 
result is the same ii the taxpayer 
pleads nolo contendere. Union Packing 
Company, CCH Dec. 23,341(M) 14 
TCM 1188 (1955), aff'd on other issues, 
59-1 ustc 9317, 265 F. 2d 712 
(CA-9). The Burroughs case disal- 
lowed the deduction of attorneys’ fees 
in an unsuccessful defense of an in- 
dictment for violating the New York 
State General Business Law in con- 
nection with illegal price fixing. 


The courts are beginning to ques- 
tion the propriety of disallowing a 
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deduction for attorneys’ fees to a per- 
son convicted of a crime, and a re- 
versal of this rule may well occur 
in the future. See Commissioner v. 
Schwartz, 56-1 ustc | 9370, 232 F. 2d 
94 (CA-5) ; dissenting opinion in Brin- 
son v. Tomlinson, 59-1 ustc J 9283, 264 
F. 2d 30 (CA-5); Valentine Brooks, 
“Litigation Expenses and the Income 
Tax,” 12 Tax Law Review 241 (1957) ; 
Randolph E. Paul, “The Use of Pub- 
lic Policy by the Commissioner in 
Disallowing Deductions,” 1954 Uni- 
versity of Southern California Tax In- 
Stitute 715. 


Some old cases applied the same 
rule to attorneys’ fees paid by tax- 
payers in unsuccessfully defending 
civil actions by various governmental 
regulatory agencies for violating di- 
verse state statutes such as state 
antitrust laws: These cases were 
overruled by Heininger v. Commis- 
sioner, cited above. While it might be 
against public policy to permit. a de- 
duction of the penalty imposed under 
a civil statute, the purpose of the 
statutes is not to deter persons ac- 
cused of violating their terms from 
employing counsel to assist in the 
preparation of a bona fide defense. 
The vast majority of cases now per- 
mit the deduction of attorneys’ fees 
in contesting civil actions brought by 
governmental agencies whether the 
defense is successful or not. The test 
of deductibility, however, is still stated 
to be whether allowance of the deduc- 
tion would frustrate the sharply de- 
fined public policy described in the 
statute. As to antitrust actions, for 
example, see Longhorn Portland Ce- 
ment Company, CCH Dec. 13,747, 
3 TC 310 (1944), acq. on the issue of 
attorneys’ fees, 1944 CB 18; rev'd on 
other issues, 45-1 ustc § 9242, 148 F. 
2d 276 (CA-5) ; 1944-1 CB 93. See, also, 
1946 CB 55. Nevertheless, an occa- 
sional case can be found, to the con- 
trary; for example, David R. Faulk, 
CCH Dec. 21,894, 26 TC 948 (1956). 
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Attorneys’ Fees 
As Capital Expenditures 


The rule that attorneys’ fees which 
constitute capital expenditures are 
not currently deductible (Joseph W. 
Harris v. U. S., 60-1 ustc J 9290, 275 
F. 2d 238 (CA-9)) presents particu- 
larly difficult problems in the area of 
unfair competition. Not only is the 
law unclear whether attorneys’ fees 
in-certain instances are capital expen- 
ditures or currently deductible, but 
a wrong determination may preclude 
the amortization of the attorneys’ fees 
under Section 177 of the Internal 
Revenue Code. 


Over-simplification in regulation.— 
As pointed out above, expenditures 
directly connected with the protection 
or defense of a trademark may be 
amortized under Section 177, provided 
such expenses are properly charge- 
able to the taxpayer’s capital account. 
While the Treasury Regulations at first 
glance appear simple, it will be seen 
that taxpayers will have some difficul- 
ties in this area. 


Example 3 of the Regulations. pro- 
vides: “N corporation brings suit 
against M corporation for infringe- 
ment of N’s trademark. The cost of 
the litigation may be amortized under 
Section 177. U. S. Treas. Reg. 1.177- 
1(b) (3) Example 3.” 

The first fact overlooked by this 
example is that one of the parties is 
going to lose the lawsuit (assuming 
the case is not settled). The expenses 
incurred by the losing party are not 
capital expenditures. Thus, in the 
year that the losing party’s claim has 
been finally denied, he should be able 
to deduct all of his expenses in con- 
nection with the lawsuit as a loss. See 
George G. Urquhart, cited above. 


The matter is complicated by the 
fact that the taxpayer is likely to 
incur substantial costs and to make 
substantial payments to his attorney 
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long before the final outcome of the 
case is known. In fact, one of the 
most expensive portions of the law- 
suit may be the discovery proceed- 
ings, payment for which may be made 
long before the case is concluded. It 
is clear under prior law that for tax 
purposes an expenditure to defend a 
trademark or trade name will be 
deemed to be a capital expenditure 
until the taxpayer has finally lost all 
further right to appeal. See the Tax 
Court decision in the Urquhart case, 
cited above. It is submitted that as a 
result amortization should be permitted 
under Section 177. Thus, the taxpayers 
would commence to amortize all such 
litigation expenses beginning in the year 
they are paid or incurred. In the event 
the case is ultimately lost, the unamor- 
tized portion of the cost of litigation 
should be written off as a loss. 


Current deduction of trademark liti- 
gation expenses.—The law on this sub- 
ject is in a state of confusion because 
of the Urquhart case discussed in 
detail below, allowing a current de- 
duction for the cost of patent infringe- 
ment litigations. Until the decision in 
that case, there was no reason to 
doubt that where a taxpayer success- 
fully engages in unfair competition 
litigation to prevent another from 
using his trademark or trade name, 
or a similar mark or name, the fees 
incurred were of a capital nature, and 
not currently deductible. Food Fair 
of Virginia, Inc., CCH Dec. 17,670, 14 
TC 1089 (1950); Mark W. Allen & 
Company, CCH Dec. 13,126(M), 1 
TCM 887 (1943). The result was the 
same whether the suit was success- 
fully prosecuted to completion’ or 
whether a favorable compromise was 
reached. See Food Fair of Virginia, 
Inc., cited above. 


The identical trademark situation.— 
It is well settled that costs incurred 
to defend taxpayer’s title to property 
are capital in nature and not cur- 
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rently deductible. (See Harris v. U. S., 
60-1 ustc § 9290, 275 F. 2d 238 
(CA-9).) Thus, if the only question 
in an unfair competition case is which 
litigant has the right to use a particu- 
lar trademark or trade name, the suc- 
cessful party’s cost of litigation will 
not be currently deductible. For ex- 
ample, in L. J. Skaggs, CCH Dec. 
12,517-H, BTA Memo (1942), the tax- 
payer had been in the drug store busi- 
ness in states other than California since 
the year 1932 using the name “Payless 
Drug Store.” In 1937, he opened up 
a store of the same name in Sacra- 
mento, California. However, X had 
started a drug store in 1934 in Marys- 
ville, California, using the identical 
name. A suit for an injunction was 
compromised under an agreement by 
which the taxpayer had the right to 
the exclusive use of the name in large 
cities: while X had the exclusive right 
to use the name in small cities. The 
taxpayer’s attorneys’ fees were held 
to be capital expenses because the 
primary purpose of the litigation was 
to determine the ownership of (title 
to) the name. Thus, it seems clear 
that a taxpayer who incurs legal ex- 
penses to establish his title to a 
particular trademark or trade name 
incurs capital expenditures which 
qualify for amortization under Sec- 
tion 177, and which may not be cur- 
rently deducted. The Urquhart case 
discussed below does not affect this 
rule since it was there stipulated that 
plaintiff had valid title to his patent. 


Trademark and trade-name infringe- 
ment litigation.—In the more typical 
case, the dispute is not over which of 
two parties used an identical name 
first, but rather whether the name 
subsequently used by a second party 
is likely to confuse the public as to 
the source of the goods. 

For example, suppose that X has 
made “Lie Flat Hair Tonic” and used 
the quoted name for 50 years. Y pre- 
pares a similar preparation under the 
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name “Lie Low Hair Tonic” and X 
brings an. action for an injunction 
against Y. Let us assume further 
that there is no issue about the valid- 
ity of X’s trademark because it has 
been registered for more than five 
years. It is clear that X is not liter- 
ally defending his title in that there 
is no question that X has the right to 
use his name. Nevertheless, the Tax 
Court has held that the expenditure 
is a capital expenditure. Mark W. 
Allen and Company, cited above. 


Considerable doubt has been thrown 
on the Tax Court’s theory by the 
recent case of Urquhart v. Commis- 
sioner, cited above. While this case 
involved patent infringement rather 
than trademark or trade-name infringe- 
ment, there is no reason to believe 
that the underlying principles are any 
different. In fact, the Tax Court in 
reaching its conclusion relied on a 
trademark case. See Tax Court deci- 
sion at 20 TC 944, 948. 

In the Urquhart case, taxpayers were 
in the business of developing and 
licensing patents, and had undisputed 
title to certain patents relating to fire 
extinguishment equipment. Subse- 
quently, X commenced to produce a 
similar product which the taxpayers 
maintained to be infringing. Through 
a series of legal maneuvers, the tax- 
payers were successful in having X 
bring an action for infringement against 
them, but the court found that the 
situation was the same as if the tax- 
payers had brought an infringement 
action. In the year in question, the 
taxpayers paid certain costs of suit. 
Although the taxpayers ultimately 
lost the litigation, the litigation had 
not been concluded in the year in 
question so that a loss deduction 
could not be taken. 

The Tax Court held that the ex- 
penditure was capital in nature even 
though no question was raised about 
taxpayers’ title to the patent. The 
basis for the Tax Court’s decision was 
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that a decision in the case would de- 
termine whether the petitioners had 
the exclusive right to make the inven- 
tion, which exclusive right is a prop- 
erty interest valuable over a period 
of years. 


The Court of Appeals for the Third 
Circuit reversed and permitted the 
taxpayers to deduct the expenditure 
currently. The circuit court took a 
broader view stating that the expend- 
itures in question are peculiarly nor- 
mal to the business in which the 
taxpayers were engaged. While the 
defense of invalidity of a patent is 
normally raised in patent litigation, 
infringement litigation is a far cry 
from removing a cloud on title or 
defending ownership of property. The 
taxpayers incurred the expenses to 
prevent damage to their business; 
that is, to protect, conserve and main- 
tain business profits. 


Decision whether to elect.—While 
the Tax Court is wavering on the ex- 
treme application of the defense of 
title theory in analogous cases (see 
Hermann F. Ruoff, CCH Dec. 22,967, 
30 TC 204 (1958), rev'd, 60-1 ustc 
| 9378, 277 F. 2d 222 (CA-3)), there is 
no reason to believe that either the 
Commissioner or the Tax Court will 
feel bound by the Urquhart case. With 
the constant pressure exerted by clients 
to obtain the maximum possible current 
deductions, counsel will be called upon 
to advise whether the taxpayers can 
afford to rely upon the doctrine of 
the Urquhart case in unfair competi- 
tion cases. 


Until there is considerably more 
certainty in the area, it is submitted 
that the answer should be an em- 
phatic negative. If the taxpayer’s 
circuit court should uphold the Tax 
Court in its position, the taxpayer 
would be precluded from ever deduct- 
ing the cost of litigation. After the 
adverse court decision on current de- 
ductibility, Section 177 would not be 
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available to the taxpayer because he 
had not made an election to deduct 
the payment in the year paid or in- 
curred. Moreover, it is the author’s 
opinion that a protective election 
(that is: a statement with the return 
to the effect that the taxpayer is cur- 
rently deducting the expense, but if 
he is wrong, he hereby elects to take 
advantage of Section 177) cannot be 
relied upon. 


In addition, if the taxpayer deducts 
the expenditure in the year in which 
it is paid or incurred, he can assume 
that he may have to litigate the ques- 
tion. The expense of litigation is 
likely to outweigh the disadvantage 
of amortizing the expense over a five- 
year period. 


There is a theoretical risk if the 
taxpayer should initially elect to avail 
himself of Section 177, and the circuit 
court’s position in the Urquhart case 
is ultimately upheld. In that event, 
the expenditure was not a capital ex- 
penditure, and, therefore, Section 177 
did not apply. Should the statute of 
limitations have run on the current 
deduction of the litigation costs for 
the year in which the expenses were 
paid or incurred, the taxpayer might 
be precluded from taking the deduc- 
tion. It appears unlikely that the 
Commissioner would retroactively 
maintain this position where the tax- 
payer has in good faith relied upon 
the Commissioner's prior position that 
expenses of this nature were capital 
expenditures. Moreover, partial re- 
lief against the statute of limitations 
is available in this area under IRC 
Sections 1311-1314. See U. S. Treas. 
Reg. 1.1312-4(a). The use of protec- 
tive refund claims can eliminate this 
danger altogether. 


Hybrid expenditures. — In many 
cases, the litigation will involve not 
only the title to the trademark or 
trade name but a suit for loss of 
profits as well. In such a situation, 
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the portion of the cost of litigation 
allocable to the lost profits recovered, 
as opposed to the “defense of title” 
to the trademark or trade name, is 
currently deductible even under the 
Tax Court’s view, at least if the tax- 
payer is maintaining his right to 
profits already earned by him. William 
A. Falls, CCH Dec. 15,202, 7 TC 66 
(1946), acq., 1946-2 CB 2. However, 
the taxpayer would be well advised to 
make a conservative allocation to the 
deductible portion of the fee and to 
elect to amortize the bulk of the expendi- 
tures under Section 177. Otherwise, he 
is likely to find himself in a dispute with 
the Internal Revenue Service as to his 
allocation. He would then be faced with 
the interesting but unanswered question 
of whether a taxpayer who has elected 
to amortize under Section 177 only a 
part of a single trademark and trade- 
name expenditure which is determined 
to be larger than he thought, will be 
deemed to have elected to amortize the 
additional part of the expenditure which 
is ultimately determined to be part of 
the single trademark or trade-name ex- 
penditure. Moreover, the question 
might be raised whether he made a 
valid election to begin with since a 
taxpayer must make the same elec- 
tion for a single trademark or trade- 
name expenditure. 


Year in Which Deduction 
May Be Taken 


Taxpayers using the cash receipts 
and disbursements method may de- 
duct attorneys’ fees only in the year 
in which payment is made. See U.S. 
Treas. Reg. 1.446-1(c)(i). Thus, for 
such a taxpayer, it makes no differ- 
ence whether the fee arrangement is 
a flat fee regardless of result, or a 
contingent fee. 

On the other hand, a taxpayer using 
the accrual method of accounting 
must deduct a fee in the year in which 
his obligation arises, and the amount 
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thereof can be determined with rea- 
sonable accuracy, regardless of when 
payment is made. See Journal Com- 
pany, CCH Dec. 11,815, 44 BTA 460 
(1941), acq., 1941-2 CB 7, rev'd on 
other issues, 42-1 ustc § 9232, 125 F. 
2d 349 (CA-7); Harrold v. Commis- 
sioner, 52-1 ustc J 9107, 192 F. 2d 
1002 (CA-4). Likewise, if the attor- 
ney has rendered services but has 
not yet rendered a bill, no accrual 
can be made until the amount of the 
attorney’s charge is ascertained. Cold 
Metal Process’ Company, CCH Dec. 
18,653, 17 TC 916 (1951), nonacq., 
1952-1 CB 5, aff'd per curiam, 53-1 
ustc J 9135 (CA-6). If the taxpayer 
is particularly anxious’ to accrue a 
fee under such circumstances, a letter 
from the attorney that his fee is at 
least a specified sum would permit 
the taxpayer to deduct such amount 
without committing the attorney to 
set the exact amount of his fee. 


If it is agreed at the inception of a 
lawsuit that the attorney will receive 
a specified sum regardless of result, 
the fee is not deductible in the year 
the agreement is made under any 
method of accounting unless some 
substantial legal services are rendered 
during the year. Rev. Rul. 170 (1953) 
53-2 CB 141; Hallack & Howard Lum- 
ber Company, CCH Dec. 5781, 18 BTA 
954 (1930). 


A contingent fee may be deducted 
by an accrual basis taxpayer only in 
the year that the favorable judgment 
against the defendant becomes final. 
Highland Farms Corporation, CCH 
Dec. 11,393, 42 BTA 1314 (1940), non- 
acq. 1941-1 CB 16. (The Commis- 
sioner’s nonacquiescence is probably 
explained by the taxpayer’s denial of 
liability in the year of accrual. Dixie 
Pine Products Company, v. Commis- 
sioner, 44-1 ustc J 9127, 320 U. S. 516, 
64 S. Ct. 316.) If the taxpayer has 
actually paid fees to his attorney, he 
may not postpone the deduction on 
the theory that he may have a remedy 
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at an indefinite future time against 
third parties to recover the amount 
paid. Kanne v. American Factors Lim- 
ited, 51-1 ustc § 9357, 190 F. 2d 155 
(CA-9). 


Corporation's Defense 
of Officers 


Corporations have been permitted 
to deduct the cost of defending their 
officers and shareholders who are sued 
for acts innocently performed in the 
course of their corporate duties. 
Kanne v. American Factors Limited, 
cited above. Such a deduction is assured 
by a court assessment against the 
corporation of an officer’s, director’s 
or employee’s attorneys’ fees under 
California Corporation Code Section 
830. See Union Investment Company, 
CCH Dec. 20,134, 21 TC 659 (1954), 
acq., 1954-2 CB 6. To further sub- 
stantiate the right to a deduction, cor- 
porations can enact bylaws to the 
effect that officers will be indemnified 
for the consequences of their official 
acts, including attorneys’ fees in the 
event of suit. Union Investment Com- 
pany, cited above. 


Tax Treatment 
of Receipt of Damages 


While the principal relief sought in 
most unfair competition cases is an 
injunction, cases will arise in which 
a taxpayer receives damages as well. 
This section will consider the tax 
treatment of such damages. 


General Principles 


For tax purposes, damages are 
treated according to the nature of the 
claim to which they relate. Farmers 
¢& Merchants Bank v. Commissioner, 
3 ustc §.972, 59 F. 2d 912 (CA-6, 
1932). Thus, damages received to 
compensate for lost profits, as in the 
typical unfair competition case, con- 
stitute ordinary income. Mathey v. 
Commissioner, 49-2 ustc J 9428, 177 F. 
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2d 259 (CA-1), cert. den., 339 U. S. 
943, 70 S. Ct. 797; Durkee v. Com- 
missioner, 47-1 ustc § 9279, 162 F. 2d 
184 (CA-6), on remand, CCH Dec. 
17,140(M), 8 TCM 701, aff’d per 
curiam, 50-1. ustc { 9283, 181 F. 2d 
189 (CA-6). Conversely, damages to 
replace destroyed assets or assets 
made useless by the unfair competi- 
tion of another represent a_ tax-free 
return of capital to the extent of the 
taxpayer's adjusted basis for the de- 
stroyed assets. Highland Farms Com- 
pany, cited above, acq. on this issue, 
1941-1 CB 5. The destroyed or use- 
less asset may be tangible such as a 
plant or intangible such as good will. 
There is some confusion in the law 
whether the taxpayer realizes gain to 
the extent the recovery exceeds the 
taxpayer's adjusted basis for the de- 
stroyed assets. It is clear that where 
the taxpayer has ceased to operate 
the business by the time the award 
is received, the amount by which the 
damages exceed the taxpayer's ad- 
justed basis for the destroyed prop- 
erty constitutes taxable income. FRay- 
theon Products Corporation v. Commis- 
sioner, 44-2 ustc J 9424, 144 F. 2d 110 
(CA-1). In such a case, no difficulty 
is experienced in determining the 
amount of the taxpayer's income. In 
the more typical case, the taxpayer 
will be awarded a sum to compensate 
him for a partial loss of his good will. 
Under such facts, an old case held 
that the damages received for a par- 
tial destruction of the good will con- 
stituted a tax-free return of capital, 
for the reason that it was not possible 
to determine mathematically the por- 
tion of the taxpayer’s good will which 
had been destroyed. Farmers & Mer- 
chants Bank v. Commissioner, 3 usTC 
9972, 59 F. 2d 912 (CA-6, 1932). 
Unless the taxpayer has purchased 
the good will, he will customarily 
have no basis for it since any expendi- 
tures he may have incurred in estab- 
lishing the good will was deducted 
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currently. Thus, it is submitted that 
except to the extent taxpayer can 
demonstrate that he has some basis 
for partially damaged good will, the 
entire recovery, or the portion thereof 
exceeding such basis, should in any 
event constitute taxable income. See 
Telefilm, Inc., CCH Dec. 20,152, 21 TC 
688, nonacq., 1954-2 CB 6, rev’d on 
other issues, 55-1 ustc J 9453. 


Broad language may be found in 
many cases stating that the excess 
of the recovery over the basis of the 
assets destroyed constitutes “taxable 
income,” which could be inferred to 
mean that such excess constitutes or- 
dinary income. See, for example, 
Chalmers Cullins, CCH Dec. 21,039, 24 
TC 322 (1955). However, several 
cases which have considered the ques- 
tion have held that such income con- 
stitutes capital gain. Durkee v. Com- 
missioner, cited above, and Anna Lev- 
ens, CCH Dec. 18,659(M), 10 TCM 
1083 (1951). Apparently contra with- 
out discussion: Raytheon Products 
Corporation, cited above. Presumably, 
these rely on IRC Section 
1231(a) relating to involuntary con- 
version of capital assets. 


cases 


Nevertheless, the Tax Court has 
held that damages received for the 
infringement of a copyright consti- 
tute ordinary income because no “sale 
or exchange” had occurred. Jack 
Rosenzweig, CCH Dec. 12,877, 1 TC 
24 (1942), acq. 1943 CB 19. See also 
Ralph Freeman, CCH Dec. 23,851, 33 
TC 323 (1959). Moreover, in the 
event that the taxpayer is merely paid 
damages for the nuisance value of his 
suit, he will realize ordinary income. 
Chalmers Cullins, cited above. 


Allocation 
Between Lost Profits 
and Damaged Good Will 

It is clear that if the defendant’s 
unlawful act forces the taxpayer to 
abandon the physical assets used in 
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his business, the damages attributable 
thereto will constitute a return of 
capital to the extent of their basis. 
However, in unfair competition and 
antitrust litigation, the taxpayer usu- 
ally alleges injury to intangibles such 
as good will. Before the court will 
allocate any part of the recovery to 
the loss of good will, it must be con- 
vinced that good will in fact existed. 
The allegations of the complaint to 
this effect are not conclusive. Phoenix 
Coal Company v. Commissioner, 56-1 
ustc § 9366, 231 F. 2d 420 (CA-2). 
Thus, the taxpayer must demonstrate 
a consistent earnings record which 
has been affected adversely by the 
defendant’s actions. See Phoenix Coal 
Company, cited above. He may also 
be able to point to a destruction in 
the value of such items as customers’ 
lists, established merchandise outlets 
for his wares or the preference of 
consumers for his product. See Glen- 
shaw Glass Company, 18 TC 860, 869 
(1952), rev’d on other grounds, 55-1 
ustc J 9308, 348 U. S. 426, 75S. Ct. 
473. 


In the absence of any evidence to 
make allocation. between lost profits 
and a return of capital, the Commis- 
sioner’s determination that all of the 
damages represent lost profits will 
not be disturbed by the courts. Ralph 
Freeman, cited above; H. Liebes & 
Company, v. Commissioner, 37-2 UstC 
{ 9361, 90 F. 2d 932 (CA-9). How- 
ever, once the taxpayer has presented 
some substantial evidence that the 
damages represent both lost profits 
and compensation*for damaged assets 
including good will, the court will 
make an allocation between the two. 
See Telefilm, Inc., cited above. Since 
one of the principal factors taken into 
account by the court is the documents 
prepared by the parties, counsel, in 
conducting the litigation, should keep 
in mind not only the applicable prin- 
ciples of general law, but the effect 
of his allegations on the tax results 
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of any recovery as well.. In most 
cases, the Tax Court will closely ex- 
amine the pleadings, the settlement 
agreement, the judgment or arbitra- 
tion award, and any other relevant 
document. See the Tax Court deci- 
sion in Glenshaw Glass Company, cited 
above. 


Punitive Damages 


It is now well settled that punitive 
damages constitute ordinary income 
to the recipient. Glenshaw Glass Com- 
pany, cited above: The rationale for this 
decision is that all receipts constitute 


income unless they are expressly 
treated otherwise in the Internal 
Revenue Code. Punitive damages 


are not otherwise treated. Moreover, 
it would be an anomaly to tax dam- 
ages received to compensate for lost 
profits and to exempt from tax dam- 
ages received in excess of the com- 
pensatory damages. 


Injury to Reputation 

It is clear that damages received 
to compensate the taxpayer for actual 
damages to his personal reputation 
for integrity or fair dealings are not 
subject to income tax. C. A. Hawkins, 
CCH Dec. 2390, 6 BTA 1023 (1927), 
acq., VII-1 CB 14. On the other hand, 
damages received for injury to a tax- 
payer's business reputation constitute 
taxable income for the reason that 
such damages are a substitute for the 
income the taxpayer would presum- 
ably have earned had the defamation 
not occurred. Nathan Agar, CCH Dec. 
24,056(M), 19 TCM 116 (1960). Thus, 
if an employer or competitor states 
that his employee or competitor is not 
competent as a businessman, the dami- 
ages received by the defamed person 
will constitute ordinary income. In 
the author’s opinion, there is no rea- 
son to differentiate between the treat- 
ment of damages received for injury 
to the good will of a business con- 
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cern, which in some cases have been 
held to constitute capital gain, and 
the treatment of damages for injury 
to a taxpayer’s business reputation. 


Year in Which Damages Are Taxed 


Assuming that the damages paid 
to the taxpayer are taxable, the year 
in which such damages are taxed can 
be of great significance in measuring 
the tax burden. The problem is par- 
ticularly acute in unfair competition 
actions where damages often repre- 
sent injuries occurring over a num- 
ber of years. Under our graduated 
system of taxing individuals, partner- 
ships and to some extent corpora- 
tions, the taxation of damages in one 
year will result in a considerably 
higher tax than would have been 
paid by the taxpayer had he actually 
earned the lost income ratably over 
the years during which he was in- 
jured. See U.S. Treas. Reg. 1.1301-1. 
Unfortunately, the relief statutes re- 
cently enacted to mitigate this type 
of hardship are not generally applic- 
able to unfair competition litigation. 


General principles.— A taxpayer 
using the cash receipts and disburse- 
ment method of accounting is tax- 
able on damages in the year received 
or constructively received. Funds are 
constructively received when com- 
pletely available but not reduced to 
possession solely by reason of the 
taxpayer’s own inaction. On the other 
hand, an accrual basis taxpayer is 
taxable on damages when all events 
have occurred which fix his right to 
receive the damages, and the amount 
thereof can be determined with rea- 
sonable accuracy. U. S. Treas. Reg. 


1.446-1(c). 


For example, in a lawsuit involving 
patent infringement begun in 1928, a 
decree was entered in 1931 that the 
defendant had infringed the plaintift’s 
patent but the amount of damages 
was not finally determined until 1937. 
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The taxpayer attempted to accrue the 
damages in 1931 and 1932, during 
which years he suffered losses. How- 
ever, it was held that all of the dam- 
ages were taxable in 1937, which was 
the first year in which the amount of 
the damages was finally determined. 
Triplex Safety Glass Company v. Lat- 
chum, 42-1 ustc J 9409, 44 F. Supp. 436 
(DC Del.), aff'd per curiam, 43-1 ustc 
{| 9207, 131 F. 2d 1023 (CA-3). 


If litigation is settled, an accrual 
basis taxpayer realizes income in the 
year in which the settlement is finally 
reached, even though payment is not 
made until the following year. Kite- 
Way Products, Inc., CCH Dec. 16,890, 
12 TC 475 (1949); acq., 1954-1 CB 6. 
However, where a settlement was 
reached under which the taxpayer 
was entitled to receive property sub- 
ject to the release of certain creditors, 
the Commissioner and the Tax Court 
have taken opposing views as to when 
the accrual occurs. The Tax Court 
held that income was realized by the 
accrual basis taxpayer when an agree- 
ment was reached between litigants, 
while the Commissioner still. main- 
tains that no income was realized un- 
til the consent of the creditors had 
been obtained. See Lamm Lumber 
Company, CCH Dec. 12,050, 45 BTA 1 
(1941), non-acq. on this issue, 1945-1 
CB 25, aff'd on other issues, 43-1 Ustc 
{| 9286, 133 F. 2d 433 (CA-9). 


Statutory relief.—For many years, 
the only statutory relief against the 
taxation in one year of damages rep- 
resenting injuries sustained over 
many years was the net-operating- 
loss carryback and carry-forward pro- 
This provision only gave 
relief by permitting taxpayers to off- 
set the losses of one year against the 
income of certain specified other 
years. See IRC Section 172. No relief 
was afforded against the increase in 
the effective rate of tax caused by 
lumping all of the income into a 
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particular year. Gradually, various 
sections have been added to the Inter- 
nal Revenue Code to afford such re- 
lief. See IRC Sections 1301-1307. 
These sections provide that the tax 
payable by reason of the lump sum 
receipt in a particular year may not 
exceed the increase in tax which would 
have occurred if the sum had been 
received by the taxpayer ratably dur- 
ing the years to which the payment 
is attributable. 

In general, the relief provisions en- 
acted to date are not applicable to 
damages received in unfair competi- 
tion actions. For example, Section 
1301 of the Code provides tax relief 
to individuals or partnerships who 
receive the bulk of their compensation 
for a particular “employment” in one 
year where the employment lasted 
36 months or more. While this sec- 
tion may be of benefit to an attorney 
representing a client in an unfair com- 
petition action, it will be of no help 
to the client receiving damages in 
an unfair competition action. There 
are three additional Code sections that 
will not be of assistance. Section 1302 
gives tax relief to an individual who 
receives income from an invention or 
artistic work created by him; Section 
1303 relates to back pay received by 
an individual; and Section 1306 deals 
with an award or settlement of a civil 
action under the Clayton Anti-Trust 
Act. 

There may be some possibility of 
taking advantage of Section 1304 relat- 
ing to compensatory damages for patent 
infringement, in settling a case in- 
volving both patent infringement and 
unfair competition. Note that Section 
1304 applies only if a court decree 
(including a consent decree) is en- 
tered, and to the extent damages are 
awarded for patent infringement. 
Moreover, the section applies only 
to compensatory damages, so that 
amounts received as attorneys’ fees, 
costs or as interest do not qualify. 
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Occasionally, the taxpayer may be 
able to take advantage of Section 1305 
permitting the spread-back of dam- 
ages of $3,000 or more received or 
accrued by any taxpayer in a partic- 
ular year as a result of an award in 
a civil action for breach of contract 
or breach of a fiduciary duty or rela- 
tionship. Suppose, for example, that 
the taxpayer had discovered an un- 
patented secret process, which process 
gives him a decided advantage over 
his competitors. This secret is dis- 
closed to certain employees who put 
the process to use. Thereafter, an 
employee leaves the taxpayer and uses 
the secret process either in his own 
business or in the business of a com- 
petitor. It would appear that damages 
received from the employee would 
result either from a breach of an 
express or implied contract not to 
disclose such secret, or from a breach 
of his fiduciary relationship to the 
employer as a result of the employ- 
ment. Under either of these theories, 
the damages received from the em- 
ployee would qualify for the tax relief 
provided by Section 1305. Moreover, 
it would appear that if the taxpayer 
receives damages from a third person 
who abetted in the breach of the 
fiduciary relationship with knowledge, 
Section 1305 would apply. There is 
no requirement in Section 1305 that 
the damages to qualify must be re- 
ceived from the particular person who 
committed the breach of contract or 
violated the fiduciary relationship. 
Note that Section 1305 applies. only 
if there has been an award in a civil 
action. It does not apply to a settle- 
ment. Presumably, a consent decree 
would qualify as an award. Compare 


U. S. Treas. Reg. 1.1304-1(b). 


It is possible that the damages in 
the hypothetical case constitute cap- 
ital gain. Apparently an unpatented 
idea or secret process reduced to prac- 
tice constitutes a capital or Section 
1231 asset. Franklin S. Speicher, CCH 
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Dec. 22,519, 28 TC 938 (1957), acq., 
1958-2 CB 7; Andrew W. Brainerd, 
“Income from Licensing Patents 


Abroad” 38 Taxes 209, 231 (March 
1960). 


Need for further legislation.—It 
would appear that damages received 
in an unfair competition action are of 
the same character as damages cov- 
ered by the spread-back provisions 
presently found in the Code. It is to 
be hoped that the trend to increase 
the scope of this type of relief will 
continue and that damages in most 
unfair competition actions will qualify 
for similar relief in the near future. 


Tax Treatment 
of Payment of Damages 

The tax treatment of the payment 
of damages like the tax treatment of 
the receipt of damages is dependent 
upon the nature of the controversy 
out of which the damages arise. Thus, 
damages may. constitute capital ex- 
penditures, losses, or ordinary and 
necessary business expenses. 

Damages which result in the ac- 
quisition of.a capital asset or which 
are paid in compromise of a claim 
which constitutes a cloud on the orig- 
inal title to property are a capital 
expenditure. Condenser Service & En- 
gineering Company, CCH Dec. 18,561 
(M), 10 TCM 911 (1951), aff'd per 
curiam, 53-1 ustc $9162, 200 F. 2d 
959 (CA-3). Generally, other damages 
paid in connection with the taxpayer’s 
trade or business or a transaction en- 
tered into for profit are deductible 
unless the allowance of such a deduc- 
tion would frustrate a clearly defined 
public policy. 


General Principles 


To be deductible, expenses must be 
“ordinary and necessary”; on the other 
hand, any business loss is deductible. 
Since damages paid in the course of 
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the taxpayer’s business are usually 
classified as ordinary and necessary, 
the characterization of damages as a 
loss or a business expense is generally 
without significance. James E. Cald- 
well & Company v. Commissioner, 56-2 
ustc § 9759, 234 F. 2d 660 (CA-6), 
approving dissenting opinion at 24 TC 
615, 619. The mere fact that the pay- 
ment of damages is rare in the tax- 
payer’s business, as opposed to the 
business world in general, does not 
preclude the expenditure from being 
ordinary and necessary. Helvering v. 
Hampton, cited above. Moreover, if 
the transaction giving rise to the 
damage payment occurs in the course 
of the taxpayer’s trade or. business, 
the payment remains deductible even 
though the taxpayer is no longer 
engaged in that business when the 
damages are paid or accrued. Cornelius 
Vanderbilt, Jr., CCH Dec. 22,709(M), 
16 TCM 1081 (1957). Nor does it 
make a difference whether the dam- 
ages are paid pursuant to a judgment 
or in settlement of litigation. /nter- 
national Shoe Company, CCH Dec. 
10,090, 38 BTA 81 (1938), acq., 1938-2 
CB 17. 

The following are examples of dam- 
ages which have been held to be. de- 
ductible : damages for an assault made 
by the taxpayer in the course of his 
business, John W. Clark, CCH Dec. 
23,190, 30 TC 1330 (1958), N. A. 
1959-1 CB 6; damages paid to com- 
pensate for a conspiracy to destroy a 
competitive business, Jnternational Shoe 
Company, cited above; damages paid 
to compensate for fraud in the nego- 
tiation of a lease, Helvering v. Hamp- 
ton, cited above; damages paid for 
patent infringement, Becker Brothers 
v. U. S., 1925 CCH § 7100, 7 F. 2d 3 
(CA-2) ; damages paid for a libel made 
in the course of the taxpayer’s busi- 
ness, Cornelius Vanderbilt, Jr., cited 
above. In light of these examples, 
there is every reason to believe that 
damages paid in an unfair competition 
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action which do not result in the 
acquisition of a capital asset are like- 
wise deductible. However, if a suit 
is settled by having the taxpayer pay 
to a third party a specified sum in 
return for the right to use a particular 
trademark or trade name, such dam- 
ages would be deductible only over 
the life of the right acquired; if such 
right is perpetual, such damages would 
have to be permanently capitalized. 
On the other hand, if the settlement 
is made principally to avoid the ad- 
verse publicity of litigation and to 
protect the reputation of the business, 
the damages are deductible. Levitt & 
Sons, 44-1 ustc § 9333, 142 F. 2d 
795 (CA-2). (On remand, the tax- 
payer was not able to prove facts to 
bring itself within the rule. 5 TC 913, 
aff'd, 47-1 ustc § 9188, 160 F. 2d 
209) ; see also International Shoe Com- 
pany, cited above. In the event dam- 
ages paid are subsequently recovered, 
they constitute taxable income in the 
year received or accrued to the extent 
the taxpayer obtained a tax benefit 
from their deduction in the prior year. 
See Rev. Rul. 57-47, 1957-1 CB 23 
and IRC Section 111. (However, there 
is a special relief statute allowing a 
spead-back of the income in certain 
types of patent infringement litiga- 
tion. See IRC Section 1342.) 


Public Policy 


Where the damages in question are 
in the nature of a penalty, a deduction 
will not be permitted if the allowance 
of the deduction would frustrate a 
sharply defined public policy evidenced 
by some governmental declaration. See 
Lilly. v. Commissioner, 52-1  vUsTC 
{ 9231, 343 U. S. 90,72 S. Ct. 497. 


Penalty.—Penalties in the tax sense 
include not only fines imposed under 
criminal statutes but also certain pay- 
ments made under civil statutes. Any 
fine paid for violation of a federal or 
state criminal statute is by definition 
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a penalty. See Burroughs Building Ma- 
terial Company v. Commissioner, cited 
above. The label applied to a payment 
by a civil statute is not conclusive. 
Thus, a payment to the U.S. under 
the provisions of the Child Labor Act 
has been held to be a penalty even 
though called “liquidated damages” in 
the statute. Davenshire, Inc., CCH 
Dec. 17,019, 12 TC 958 (1949). 

A payment made in compromise of 
a state action to impose a civil penalty 
under the antitrust laws will retain 
its character as such even though the 
taxpayer’s guilt or innocence was not 
established. Commissioner v. Longhorn 
Portland Cement Company, cited above. 
It makes no difference that the taxpayer 
made the settlement because it be- 
lieved that the defense of the suit 
would be more expensive than the 
amount of the. settlement. Commis- 
sioner v. Longhorn Portland Cement 
Company, cited above. 

Damages may constitute a penalty 
even though payment is made to a 
private citizen rather than to the 
sovereign. Thus, payments made to 
a corporation by insiders who made 
profits on the stock market in viola- 
tion of Section 16(b) of. the Securities 
and Exchange Act have been held to 
be penalties. William F. Davis, Jr., 
CCH Dec. 18,550, 17 TC 549 (1951), 
appeal to Ninth Circuit dismissed. 

Damages are classified as penalties 
only if they are imposed to punish 
or deter the taxpayer rather than to 
compensate the successful plaintiff. 
William F. Davis, Jr., cited above. 
Thus, as long as the damages paid 
are compensatory in nature, they will 
not constitute a penalty no matter 
how fraudulent or socially undesirable 
the taxpayer’s conduct was. Helver- 
ing v. Hampton, cited above (lease 
fraud) ; International Shoe Company, 
cited above (compensatory antitrust 
damages) ; contra as to damages paid 
to the United States. David R. Faulk, 
cited above. The author believes that 
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the Hampton case correctly states the 
law, at least where payment is not 
made to a governmental unit. Thus, 
damages paid to competitors in an 
unfair competition action (other than 
certain punitive damages discussed 
below) will not be classified as penal- 
ties. However, fines imposed by gov- 
ernmental regulatory agencies may 
nevertheless be classified as penalties. 


Frustration of public — policy. — 
Whether the deduction of a particular 
penalty would frustrate a sharply de- 
fined national or state policy evidenced 
by some governmental declaration 
thereof is a question of fact which is 
decided on a case-by-case basis. The 
test applied is the “severity and im- 
mediacy of the frustration resulting 
from allowance of the deduction.” 
Tank Truck Rentals, Inc. v. Commis- 
sioner, 58-1 ustc ¥ 9366, 356 U. S. 30, 
78 S. Ct. 507. 

It is clear that the deduction of a 
criminal fine per se would cause such 
frustration. Burroughs Building Ma- 
terial Company v. Commissioner, cited 
above. The allowance of such deduc- 
tion would take the “sting” out of the 
fine imposed. Tank Truck Rentals, Inc. 
v. Commissioner, cited above. 

However, if the statute or the agency 
administering a civil statute distin- 
guishes between intentional and un- 
intentional violations, fines imposed 
by reason of unintentional violations 
may be deductible. Compare Jerry 
Rossman Corporation v. Commissioner, 
49-2 ustc {| 9233, 175 F. 2d 711 (CA-2) 
with Tank Truck Rentals, Inc., cited 
above. Moreover, in a particularly 
appealing case, a taxpayer was suc- 
cessful in obtaining a deduction where 
he was. able to convince the Court 
that the allowance of a deduction for 
a payment by reason of an unintended 
violation of a statute making no dis- 
tinction between an intentional and 
unintentional violation thereof would 
not violate the public policy evidenced 


Unfair Competition : 





by the statute. Laurence N. Marks, 
CCH Dec. 22,060, 27 TC 464 (1956) 
(investment banker’s unintended vio- 
lation of Section 16(b) of the Securi- 
ties Exchange Act). 


In the antitrust area a deduction 
for civil fines paid to the sovereign 
has been denied (Commissioner v. Long- 
horn Portland Cement Company, cited 
above, acq., 1938-2 CB 17). Moreover, 
damages paid for fraudulent conduct 
vis-a-vis the federal government are 
generally not deductible even though 
compensatory in nature on the ground 
of public policy. See Standard Oil 
Company v. Commissioner, 42-2 ustc 
9528, 129 F. 2d 363 (CA-7), cert. 
den., 317 U. S. 688, 63 S. Ct. 261; 
David Faulk, cited above. 


Punitive damages.—Exemplary dam- 
ages are deductible if they are com- 
pensatory in nature rather than puni- 
tive. Compare I. .T. 3762, 1945 CB 95 
with Scioto Provision Company, CCH 
Dec. 16,022, 9 TC 439 (1947). Thus, 
treble damages paid under the pro- 
visions of Section 35 of the Lanham 
Trademark Act seem to be deductible 
since the statute specifically states 
that such damages shall constitute 
compensation and not a penalty. But 
see annotation 47 A. L. -R. 2d 1117 
at 1130. 


The recent amendment of the Cali- 
fornia Unfair Trades Practices Act 
(B. & P. Code Section 17,000, and 
following) raises interesting questions 
concerning the deductibility of treble 
damages thereunder. Prior to the 
amendment of Section 17,082, it had 
been held that exemplary damages 
could be obtained only if the require- 
ments of Section 3294 of the Civil 
Code were met. Maurice B. Sandler 
v. Nathan M. Gordon, 210 P. 2d 314, 
94 Cal. App. 2d 254 (1949). Section 
3294 permits the award of exemplary 
damages “for the sake of example and 
by way of punishing the defendant” 
in the case of fraud, oppression and 
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similar circumstances. Thus, exemplary 
damages in California prior to the 
amendment of Section 17,082 consti- 
tuted a penalty, and there was a sub- 
stantial possibility that the deduction 
of such payments would be disallowed. 
However, as to actions commenced on 
or after September 18, 1959, Section 
17,082 states that any plaintiff in an 
action under the act shall be entitled 
to recover three times the amount of 
the actual damages sustained. Since 
the new section awards the damages 
without any consideration of the bona 
fides or male fides of the defendant’s 
conduct, the treble damages appear 
to be in the nature of compensation, 
and not a penalty. 


Nevertheless, in the event a settle- 
ment of a law suit is made in which 
the complaint asks both actual dam- 
ages and exemplary damages, the de- 
fendant would be well advised in 
settling the litigation to make pay- 
ment solely on account of the actual 
damages sustained by the plaintiff 
rather than for both actual damages 
and punitive damages. 


Year in Which Damages 
Are Deductible 


A taxpayer may not deduct a re- 
serve for anticipated damages pay- 
able where he denies liability, no 
matter how likely it may be that some 
expense is likely to be incurred. This 
is true even as to a self-insurer who 
has sufficient experience to make a 
reasonable estimate of the amount of 
damages which will be paid. Rev. 
Rul. 57-485, 1957-2 CB 117. 


A taxpayer using the cash receipts 
and disbursements method of account- 
ing may deduct damages only in the 
year in which they are paid, not in 
the year in which a final judgment is 
entered. Sidney-Hill System of Health 
Building, Company, CCH Dec. 4086, 
12 BTA 548 (1928). 
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On the other hand, a taxpayer using 
the accrual method of accounting may 
take the deduction when both the 
fact of liability has been established 
and the amount thereof can be ascer- 
tained with reasonable certainty. Lehigh 
Valley Railroad Company, CCH Dec. 
17,027, 12 TC 977 (1949), acq., 1949-2 
CB 2. Generally, this occurs when the 
judgment becomes final. Dixie Pine 
Products Company v. Commissioner, 
cited above. 


In the event the taxpayer loses in 
the trial court and files an appeal, he 
may not accrue the amount of the 
deduction in the year the judgment 
is entered by the trial court. Commis- 
sioner v. Fifth Avenue Coach Lines, 
60-2 ustc J 9628, 147 F.2d 453 (CA-2). 
Where actual payment is made pend- 
ing appeal, there is a split of authority 
whether the amount paid may be ac- 
crued. Compare Consolidated Edison 
Company of New York v. U. S., 60-2 
ustc 9485, 279 F. 2d 153 (CA-2) with 
Chestnut Securities Company, 45-2 ustc 
§ 9405, 62 F. Supp. 574 (Ct. Cls., 1945) 
and Lehigh Valley Railroad Company, 
cited above. In any event, an accrual 
will not be permitted if funds are 
merely deposited in escrow or in trust 
in order to obtain a supersedeas bond 
to perfect the appeal. The deposit of 
the money in escrow does not demon- 
strate that the taxpayer will have to 
make a payment. Rather the purpose 
of the appeal is just the opposite. See 
U. S. v. Texas Mexican Railway Com- 
pany, 59-1 ustc § 9210, 263 F. 2d 31 
(CA-5). In the event an accrual basis 
taxpayer settles a case, he may deduct 
the amount he will pay in settlement 
in the year he is legally obligated to 
make the payment, and the amount 
thereof can be ascertained. American 
Hotels Corporation v. Commissioner, 
43-1 ustc J 9333, 134 F. 2d 817 (CA-2). 
Woods Cross Canning Company v. 
Korth, 53-1 ustre J 9200 (DC Utah). 
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Disguised Dividend 

In the event an officer of a corpora- 
tion is held personally liable to pay 
a fine or damages for committing an 
act on behalf of a corporation, pay- 
ment of the fine by the corporation 
may result in a dividend to the tax- 
payer. Compare Sachs v, Commissioner, 
60-1 ustc J 9414, 277 F. 2d 879 (CA-8) 
with Ruben v. Commissioner, 38-2 ustc 
{ 9451, 97 F. 2d 926 (CA-8). Payment 
of a penalty imposed upon the corpo- 
rate officer and stockholder discharges 
his personal liability and constitutes 
an economic benefit to him as much 
as the payment of any other indebted- 
ness he may have incurred. Neverthe- 
less, a number of cases have permitted 
a corporation to pay and deduct the 
cost of defending officers accused of 
misconduct in the course of the cor- 
porate business. 
Union Investment Company, CCH Dec. 
20,134, 21 TC 659, and Section 4.13. 


See, for example, 


Conclusion 


This chapter has sought to high- 
light the different tax consequences 
of varying solutions to a trademark 
or unfair competition transaction or 
controversy. Whenever choices are 
to be made between possible alterna- 
tives, particularly in considering the 
settlement of litigation, the oppor- 
tunity to solve tax problems should 
not be overlooked. Should a lawsuit 
be carried through trial to judgment, 
the court decision may be made with- 
out regard to tax consequences. A 
settlement reached between parties, 
on the other hand, can usually take 
into account the tax consequences to 
both parties. Suffice it to say that. a 
settlement reached after considering 
the tax situation of both parties can 
often be more advantageous than a 
favorable court decision after trial. 


[The End] 


MAGILL URGES “FUNDAMENTAL” TAX REFORM 


“The Kennedy Administration’s new tax program is a 
‘pretty small package’ which does not provide the ‘fundamental 
tax changes needed for real economic growth,” according 
to Roswell Magill, Chairman, Tax Foundation, Inc. 


Magill said that among the “several fundamental reforms” 
he sees urgent are: simplification of the income tax law, greater 
diversification in the nation’s tax-collecting system and more 
equity in tax rates. 

“If the top surtax rate were reduced,” he said, “from 91 
to 50 per cent; if the starting rate were reduced a few points, 
and if the tax brackets between were broadened and redesigned, 
by that one act, equity of the income tax would be greatly 
improved. 


“Economic growth, the basis of increased tax revenues, 
would be stimulated by this official recognition by Congress 
that the promotion of economic growth, and not a never- 
ending witch-hunt for corporate misdeeds, was an important 
item of national policy.” 
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STATE TAX NEWS 


Selection of uniform apportionment factors is not enough to insure equitable 
taxation, according to Arthur B. Barber, Senior Tax Counsel for the Wisconsin 
Department of Taxation. Assuming that the several states could agree on what 
the factors should be in a uniform apportionment formula for purposes of state 
net income taxation, the problems of equitable taxation would be far from 
solved. Among other things, the role of separate accounting would have to be 
established, whether and to what extent there should be ‘“‘nonapportionable"’ 
income (if any) would have to be determined. Additionally, there would have 
to be decision as to whether and to what extent two or more corporations 
should be treated as one unitary business, and when and to what extent one or 
more of the factors in the aggregate factors formulated should be eliminated, 
weighted or otherwise adjusted. Mr. Barber reviews these last two problems. 


ANY MULTISTATE business 

enterprises, instead of being 
organized on the basis of having a 
number of divisions within a single 
corporate frame, achieve their organ- 
ization with a series of corporate 
entities—either a parent corporation 
with subsidiaries or a group of cor- 
porate entities having common stock- 
holders, or both. In some instances 
the several corporations are engaged 
in essentially separate and distinct 
operations, in others they are all en- 
gaged in one unitary operation, and 
in still others there is a heterodox 
mixture of unitary and nonunitary 
elements. 





Uniformity of state income taxation 
that would be fair both to. business 
and also to the several states could 
not be achieved if the several states 
were free to apply uniform apportion- 
ment factors to individual state notions 
as to whether, in these situations, one, 
some or all of the corporations con- 
stituted the unitary entity. If such a 
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group of corporate entities operated 
in states A, B and C, and State A ap- 
plied a uniform apportionment formula 
on a corporation-by-corporation basis, 
State B put all the corporations into 
“one ball of wax” and applied the 
same apportionment factors to the 
aggregate net business income, and 
State C grouped the corporations into 
two “balls of wax” for purposes of 
apportionment, in the absence of pure 
coincidence the aggregate income taxed 
by the three states would be either 
more or less than the aggregate in- 
come of the several corporations. The 
fluctuations that would obtain could, 
in fact, be quite severe if one or some 
of the corporate entities were to be 
operating at a loss. Accordingly, it is 
not enough to have a uniform appor- 
tionment formula. It is also necessary 
that we achieve uniformity concerning 
what a uniform formula is to be ap- 
plied to. This problem would be serious 
enough were business to remain static, 


TAXES —The Tax Magazine 








but with mergers, consolidations, spin- 
offs, etc., occurring at a rapid rate in 
our economy, what might be a valid 
analysis for one year might be utterly 
fallacious in the succeeding year in 
hundreds, and perhaps thousands, of 
situations throughout the land. 


In addition to the foregoing prob- 
lem is the further problem inherent in 
the fact that whatever factors are used 
in a uniform apportionment formula 
there will be many instances in which 
it can be demonstrated that equal 
weighting of such factors will produce 
fallacious results. This can be shown 
by reference to the apportionment 
formulae currently in vogue. 

The Wisconsin formula uses the 
three factors of owned tangible prop- 
erty, cost of manufacturing and sales. 
It is apparent, of course, that when a 
business consists essentially of buying 
and selling, with no manufacturing, 
the cost-of-manufacturing factor must 
be eliminated. And we might be able 
to obtain agreement that the same 
result should obtain if a business 
manufactured 1, 2 or 3 per cent of 
what it sold, and purchased all the 
rest. But what of the case where a 
corporation manufactures one fourth, 
one third or one half of everything it 
sells, and buys the balance? And let 
us assume further that all such manu- 
facturing occurs in only one of the 
several states in which it does busi- 
ness. To use the Wisconsin three- 
factor formula in such a case giving 
equal weight to each factor would 
tend to assign to the manufacturing 
state a disproportionate part of the 
net business income, and to the other 
states, correspondingly, too little. As- 
suming the validity of the Wisconsin 
formula when a taxpayer corporation 
manufactures everything it sells, it 
cannot be valid when applied so as 


to give each factor equal weight when 
the taxpayer corporation manufactures 
only a fraction of what it sells and 
merely purchases all the rest.” 


The most common apportionment 
formula now in use has the three 
factors of payrolls, owned tangible 
property and sales. In connection 
with such formula, it is easy to visualize 
a situation in which a corporation 
manufactures a product, none of which 
is “sold” but all of which is pre-empted 
by a parent corporation. While in 
such situation it would probably be 
more valid to treat the parent and 
subsidiary as one unitary business, if 
they were to be treated as separate 
taxable entities, it would be fallacious 
to include a sales factor in apportion- 
ing the income of the subsidiary. There 
is no “selling” involved, except in a 
highly technical sense, when a parent 
corporation takes over the entire out- 
put of a subsidiary. To ascribe one 
third of the net business income to 
such a “selling” would produce a mal- 
distribution of taxable values. 


Now let us consider a situation in 
which a subsidiary manufactures a 
product, 20 per cent of which is taken 
by the parent and 80 per cent of which 
is sold at arm’s length. Again using 
the common apportionment formula 
of payrolls, owned tangible property 
and sales, and assuming that there is 
insufficient basis for treating the par- 
ent and subsidiary as one unitary 
business, it would appear that equity 
would require a weighting down of 
the sales factor. Surely if selling is 
entitled specially to one third of the 
net business income when a unitary 
business sells everything it manufac- 
tures, it should specially command 
something less than one third of the 
net business income when a parent 





* None of which the author would recom- 
mend for universal adoption. 

* Wisconsin has resolved this problem by 
weighting down the cost-of-manufacturing 
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factor in such cases by a fraction of which 
total sales is the denominator and sales of tax- 
payer-manufactured goods is the numerator. 
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takes 20 per cent of the product made 
by the subsidiary. 


Even were the basic formula to 
consist of the two factors of payrolls 
and used tangible property,’ there 
could be cases in which weighting 
down of one or the other of said 
factors would be equitable. Surely a 
business, that involves buying and sell- 
ing, where no substantial inventories 
are maintained, and where insignificant 
tangible property is used to produce 
substantial net income, should have a 
formula in which as between payrolls 
and used tangible property, the former 
should be given more than a 50 per 
cent weight. 


Difficulties in respect of apportion- 
ment factors are also bound to arise 
by reason of mergers in spreading the 
net business income of the surviving 
corporation for the year of merger. 
Thus, the used tangible property of 
the merged corporation, when a merger 
occurs late in the income year of merg- 
ing corporations, cannot be given equal 
weight with the used tangible prop- 
erty of the surviving corporation with- 
out a maldistribution of taxable values. 
To illustrate, let us assume that Cor- 
poration X which has operated exclu- 
sively in State A is, on December 
1, 1960, merged into Corporation Y, 
which, prior to the merger, has oper- 
ated exclusively in State B. With 
respect to the calendar year 1960, 
Corporation X would have to file a 
return with State A reporting the 
income for its operations in State A 
for the first 11 months—up to the 
date of the merger. Assuming the opera- 
tions were unitary after the merger, 
Corporation Y would have to file re- 
turns with both States A and B for 
1960, and equitably apportion its in- 
come between them. In such appor- 
tionment, theoretically, State B would 
be entitled to all of Y’s income for 


* Which is the basic formula which the 
author recommends (see National Tax Jour- 
nal, September, 1960). 
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the first 11 months and its fair 
share for the last month. The appor- 
tionment of the net business income 
of Corporation Y in 1960 as between 
States A and B, by use of the two 
factors or payrolls and used tangible 
property, would, so far as the former 
is concerned, tend to produce a reason- 
able result. Obviously, such factor 
would tend to measure, in a reason- 
able manner, the labor involved in 
producing the 1960 net business income 
as between States A and B. The prop- 
erty factor, however, would be a dif- 
ferent story and, unless adjusted in 
some way, would produce distorted 
results. If year-end tangible property 
were used to determine the tangible 
property factor, then tangible property 
in State A, which had been used only 
one month in producing net income 
for Corporation Y, would be given 
equal standing with tangible property 
in State B, which had been used 12 
months in producing net income for 
Corporation Y. If beginning and end- 
ing year average property in States 
A and B were used, the distortion 
would be diluted but nonetheless still 
present. 


This same type problem arises when 
a business expands into a new state 
and purchases or erects a factory in 
such state, which factory is put into 
service late in the income year. As- 
sume, for example, that such a factory 
is put into service on December 1, 
1960, in respect of a calendar year 
business and is operative only one 
month in 1960.. Again, if year-end 
property were used in the property 
factor, property in use only one month 
would be equated with property in 
service 12 months for the purpose of 
apportioning net business income among 
the several states via a property factor. 
The same situation exists, but is not 
so obvious when a multistate taxpayer 
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with a substantial factory establish- 
ment in a given state, adds to such 
establishment late in an income year. 
In such cases, this property has to be 
adjusted in some manner to prevent 
importation or exportation of taxable 
values in the apportionment process. 


need for a carefully worked out set 
of rules for division of net income 
of multistate operations, but for the 
creation of a continuing tribunal of 
some sort for the day-to-day inter- 
pretation of such rules as arbiter in 
close cases both between taxpayers 


and states and, also, as between the 
states themselves. [The End] 


Problems of the nature outlined 
herein give evidence not only of the 
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URING THE PAST MONTH the House Committee on Ways 

and Means has held public hearings on the President’s recom- 
mendations to change the federal tax laws. The hearings are sched- 
uled to continue until June 9. 


Support for the President’s recommendations came from the 
Secretary of the Treasury and other administration officials. The 
Secretary of the Treasury told the committee that the recommenda- 
tions, if adopted, will be an important first step toward long-run objec- 
tives of tax reform, will provide for a broader and more uniform tax 
base, and, as a consequence, will permit reconsideration of the entire 
income tax rate and bracket structure in the future. 


The President’s tax-law change recommendations asked the Con- 
gress to extend existing corporate and certain excise tax rates for one 
more year, apply a new tax to aviation jet fuel, repeal the $50 exclu- 
sion and 4 per cent credit on dividends received, provide for a 20 
per cent withholding rate on dividends and interest, and reduce allow- 
able expense account deductions. Also, the recommendations re- 
quested the elimination of the tax deferral privileges on foreign income 
and foreign “tax havens,” the investigation of present taxing methods 
on cooperatives, mutual insurance companies, and savings and loan 
associations, the elimination of capital gains treatment for gain from 
the sale of an asset to the extent of depreciation previously taken, and 
the adoption of a new “investment tax credit” to stimulate investments 
in plants and equipment. 
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The “investment tax credit” would 
provide an incentive tax credit of 
(1) 15 per cent of all eligible expendi- 
tures on new plant and equipment 
in excess of the current-year deprecia- 
tion allowances, plus (2) 6 per cent 
of such expenditures below the level 
of current-year depreciation, but in 
excess of 50 per cent of depreciation. 
There would be a minimum credit, 
primarily designed for small business- 
men, of 10 per cent for the first $5,000 
of plant investments. There would 
be an over-all 30 per cent limitation 
reduction of the income tax liability 
for any one year. Another limiting 
factor would be that only assets with 
lives of six or more years could be 
included in this special tax credit 
computation. 

The applications of the 15 per cent 
and the 6 per cent computations are 
shown in the following example: 


Investment in new plant 
and equipment, $150,000; 
depreciation deduction is 
$110,000. 


Fifteen per cent credit on 


$40,000, expenditures in 
excess of depreciation 
($150,000-$1 10,000) $6,000 
Six per cent credit-on $55,000, 
expenditures between 50 
per cent and 100 per cent 
of depreciation .. poss Oe 
Total credit . $9,300 


An example where only the mini- 
mum 10 per cent credit can be used is 
as follows: 

Investment in new plant and 
equipment, $15,000; depre- 
ciation, $35,000. (15 per 
cent and 6 per cent com- 
putations not applicable)... $ 0 


Minimum credit, 10 per cent 
of first $5,000 expenditures $ 500 


Total credit 


$. 500 
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Taxpayer representatives urged the 
committee to consider a liberalization 
of existing depreciation provisions, 
rather than adopt the “tax investment 
credit” recommendation. The com- 
mittee was told that this tax credit 
plan would further delay a necessary 
liberalization of depreciation provisions 
of the Internal Revenue Code. It was 
also pointed out that a companion 
recommendation of the President, which 
would eliminate capital gains treat- 
ment on a portion of the gain from 
the sale of an asset, would defeat the 
purpose of the credit; to dispose of 
old equipment and invest in new as- 
sets. This “tax investment credit” 
proposal has already been opposed by 
Senator Smathers, a member of the 
Senate Finance Committee. 


Also opposed by taxpayer counsel 
was the application of the investment 
tax credit to only new equipment which 
had six or more years’ life. The com- 
mittee was told this would eliminate 
from the computation the purchases 
of automobiles and trucks, and similar 
assets, which are depreciated on a 
shorter useful life period. The elimi- 
nation of used equipment in the com- 
putation of the tax credit was opposed 
as an undue hardship on small firms 
which cannot afford to purchase new 
equipment. 


Opposition also came from tax- 
payers who felt the new investment 
tax credit would be too difficult to 
compute, and would increase tax liti- 
gation. It was pointed out that “de- 
preciation allowance” computations 
are now a major area of controversy, 
and a dispute of the depreciation al- 
lowance taken by the taxpayer, if 
required to be adjusted by the Com- 
missioner in a later year, would re- 
quire a recomputation of the tax 
investment credit for that year also. 


The proposal to repeal the $50 divi- 
dend exclusion and the 4 per cent 
credit on dividends received also was 
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opposed by paying corporations and 
stock exchange representatives. This 
proposal, coupled with a recommenda- 
tion to withhold a flat rate on divi- 
dends and interest paid by corporations 
and savings institutions, found very 
little support from taxpayers who felt 
the 4 per cent credit should be in- 
creased to 20 per cent now used by 
Canada, not eliminated under the 
proposal. 


During the hearings to be held this 
month, the recommendations as to 
withholding of tax on dividends and 
interest, authority to require taxpayers 
to use “taxpayer account numbers” 
for use in high-speed tax computing 
machines, and foreign income, will be 
discussed. 


The tenor of the hearings indicate 
the President’s recommendations will 
fall into three categories: (1) those 
which must be acted upon immedi- 
ately, such as extension of corporate 
rates and excises; (2) recommenda- 
tions which can be acted upon later 
this session of Congress; and (3) 
recommendations which should receive 
detailed study and be included in the 
proposed tax law reform hearings 
scheduled to start in 1962 after the 
Treasury Department submits its tax 
reform recommendations. 


The Congress 


Sometime this month, or early it 
July, the House Committee on Ways 
and Means will start hearings on the 
“Health Insurance Benefits Act of 
1961,” known as the “medicare” bill. 
This bill, H. R. 4222 by Congressman 
King of California, would provide 
hospital and other medical benefits to 
14.5 million persons who have retired 
under the social security and railroad 
retirement systems. 

Social security contribution rates of 
both employers and employees would 
be raised by one fourth of 1 per 
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cent, and an increase of three eighths 
of 1 per cent to the rate for self- 
employed persons, effective in 1963. 
The taxable earnings base for apply- 
ing the rates would be increased from 
$4,800 to $5,000, beginning in 1962. 
Hospital services would be supplied 
to those eligible on October 1, 1962, 
and nursing home services would start 


on July 1, 1963. 
The provisions of H. R. 4222 are 


expected to come under fire from 
medical associations and health insur- 
ance companies when the committee 
holds its public hearings. Main sup- 
port for the bill will come from ad- 
ministration officials, labor organiza- 
tions and retired employee associations. 


Study of Renegotiation Act.—The 
Joint Committee on Internal Revenue 
Taxation is scheduled to make its 
report to Congress on June 30, 1961, 
on a complete study of the Renegotia- 
tion Act of 1951. This study was au- 
thorized under Section 4(b) of Public 
Law 86-89, enacted in 1959, when 
Congress extended the act to June 30, 
1962. Through the Renegotiation Act 
the federal government recovers profits 
from government contracts which are 
determined by the Renegotiation Board 
as excessive. 


Interested counsel were asked by 
the joint committee to submit their 
views on the operation of the act, and 
to submit recommended changes. Among 
the views presented to the joint com- 
mittee was a recommendation that the 
present act not be enacted into per- 
manent law. As an alternative, the 
joint committee was urged to recom- 
mend an extension of the act of not 
more than two years provided certain 
changes are made in the existing law. 


One of the suggested changes was 
to exempt from renegotiation, fixed- 
price contracts which contain pro- 
visions for price revisions downward, 
and contracts awarded as ‘the result 
of open competitive bidding. 
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Another recommendation was to in- 
crease the floor beneath which con- 
tractor sales cannot be renegotiated 
from $1 million to $1.5 million, effec- 
tive for fiscal years ending after June 
30, 1961. 


The third suggested change would 
exempt all independent and nonaffili- 
ated contractors and subcontractors 
from renegotiation of profits which 
qualify as a small business under cri- 
teria established by the Small Busi- 
ness Administration. 


The Joint Committee on Internal 
Revenue will consider all the views 
presented by contractors’ counsel be- 
fore it makes its report to Congress 
on June 30, 1961. 


H. R. 10 on its way up again.—The 
Self-Employed Individuals Retirement 
Bill of 1961 was officially reported by 
the Ways and Means Committee on 
May 9. This is the perennial bill 
aimed at permitting the self-employed 
to take deductions for amounts set 
aside for retirement. The House 
passed it last year and probably will 
pass it again this year. 


The Treasury 


Approximately one out of every 
two tax returns in an IRS audit sam- 
ple containing travel, entertainment 
and similar expense deductions was 
adjusted by the IRS in 1960, a special 
study report submitted to Congress 
by the Treasury Department disclosed. 

This Treasury report was submitted 
to Congress as required by Section 
301 of Public Law 86-564, enacted in 
1960. This report also gives added 
weight to the President’s tax recom- 
mendation that Congress pass legisla- 
tion to eliminate what he called “abuses” 
in the expense account area. 
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Audit results in this report, based 
on returns filed in 1960, disclosed the 
following: 

(a) Of the 38,000 tax returns in the 
sample audit, 18,169 returns, or 48 
per cent, were adjusted for travel, 
entertainment or similar expenses, 
Highest frequency of error in claim- 
ing these deductions, determined to be 
excessive or unallowable, was in re- 
turns. filed by individuals (58 per 
cent), and the lowest in corporate 
returns (37 per cent). 

(b) Returns audited containing busi- 
ness receipts ranging from $25,000 to 
$50,000 had the highest frequency of 
adjustments (58 per cent). 

(c) Adjustments were made in 55 
to 60 per cent of returns which con- 
tained deductions for expenses of 
maintaining resort properties, apart- 
ments and yachts. 

(d) Returns reflecting expenses taken 
for conventions, and theater and fight 
tickets were the least frequently ad- 
justed. 


(e) Approximately 33 per cent of 
the total number of items disallowed, 
and 45 per cent of the total dollar 
amounts disallowed, represented ex- 
penses claimed for food and beverages 
for entertainment purposes. 


Congress was told that adjustments 
made through his special audit of 
38,000 tax returns resulted in an addi- 
tional tax collection of $19.4 million. 


The Commissioner 


Bertrand M. Harding has been ap- 
pointed as Deputy Commissioner of 
Internal Revenue, the “number-two” 
man in the Internal Revenue Service. 
Prior to his new appointment, which 
was effective June 1, 1961, Mr. Hard- 
ing served as Assistant Commissioner 
for Planning and Research. He suc- 
ceeds Mr. Charles I. Fox who resigned. 
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(Continued from inside front cover) 


tration. systems can cooperate with each other through the common 
language of tape or punch cards. As you know, the states have always 
had. authorization to inspect federal returns relating to their citizens, 
and other tax enforcement information has been exchanged between 
federal and state governments under various formal and informal 
agreements. | think it is fair to say that, up to now, the tax adminis- 
trators have had more information to exchange than they had the 


facilities to devote to such purposes. Logically, ADP should change this 
situation." 


Even though automation is being used to expedite the processing 
of returns, the taxpayer will still be confronted with the possibility that 
he will be called to establish his right to a deduction, especially when 
he takes a deduction that doesn’t appear in the Code. Every day in 
IRS offices throughout the country conferences with the taxpayer take 
place, and the taxpayer learns that a government by its very nature 
has the right and the power to collect taxes and that deductions are 
permitted as a matter of ‘‘legislative grace,"’ but it isn't the IRS that 
brings about this situation; the Service is only carrying out the instruc- 
tions of the taxpayer's government. . Perhaps the IRS is protecting one 
taxpayer from the misdeeds of another, and probably this is the tax- 


payer s moment of truth. 
Fy 
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“It has just been suggested that before we act on the resolution 
to adopt the federal definitions of income and deductions, that 
we consider whether this would be in violation of antitrust laws.” 
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